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l. SUMMARY

We grant Bangor Hydro-El ectric Conpany (Bangor Hydro, BHE or
t he Conpany) a rate increase of $13,222,365, or 9.86% over test
year revenue, and $8, 123,804, or 6.06% nore than the 8§ 312 rates
currently in place. Qur test year analysis produces a
$10, 713, 505 revenue deficiency, based upon a 9.65% of cost of
capital and 12.75% cost of equity. After inclusion of revenue
delta adjustnent of 15% a $2,508,860 attrition allowance is
added to the test year deficiency. W allocate the entire rate
increase to core custoners and reject the Conm ssion Advocacy
Staff's (Staff) proposed rate design because of the financi al
condition of the Conpany. W adopt a price cap plan, based upon
an inflation index mnus a productively factor of 1.2% The plan
includes a reconciliation nmechanismfor costs related to Mine
Yankee.

11. [INTRODUCTION

On May 8, 1997, BHE filed for a rate increase by filing new
rates for effect on June 9, 1997. BHE sought an increase of $5
mllion, expected to be suspended until February, 1998 and an
additional $4.5 mllion effective on January 1, 1999. BHE
proposed t he adoption of a M ne Yankee adjustnment clause to
provi de for the reconciliation of all prudent M ne
Yankee-rel ated costs.

When Bangor Hydro filed its “permanent” rate increase
request on May 8, it already had a request for a tenporary rate
increase of $10 million pending before the Comm ssion. The
tenporary rates were necessary, BHE al |l eged, because the
precarious financial condition of the Conpany woul d ot herw se
cause injury to the Conmpany and its ratepayers.

We found that the tenporary rates were necessary to prevent
injury to the public interest. BHE s financial condition was
sufficiently precarious that ratepayers would |likely pay higher
costs in the future without the tenporary rates. The Comm ssion
granted a tenporary rate increase of $5.098 nillion effective
July 1, 1997. Bangor Hydro-Electric Company, Docket No. 97-201,
Order Part | on June 25, 1997 and Order Part Il on August 13,
1997. At the same time, we ordered BHE to increase the
anortization of its regulatory asset associated with the buyout
of the Beaverwood Qualifying Facility contract by an annual rate
of $56 million. The tenporary rate increase was allocated to al
rate classes of custoners that do not have special rate contracts
or special rate discounts associated with BHE s space heating
pr ogr ans.
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The tenporary rate increase was offset by the increased
anortization of the Beaverwood asset because the need for
tenporary rates was driven by the Miine Yankee Atom c Power Pl ant
out age and the Comm ssion had ordered a managenent audit into the
prudence of the outage. The increased Beaverwood anorti zation
prevented the inclusion of any M ne Yankee costs, including any
repl acenent power costs, in the tenporary rates. |f Miine Yankee
shut down costs had been included in rates, retroactive ratemnmaking
woul d prevent the recovery of any costs later found to be
i mprudent .

On July 16, 1997, the Conpany nodified its request in this

case to a single increase of $20.6 mllion effective at the
concl usion of the 8-nmonth suspension period, again applying the
increase only to “core” custoners. In its rebuttal testinony,

the Conpany revised its request to $22.11 mllion.

At the conclusion of hearings, BHE asked for a tenporary
i ncrease pursuant to 35 MR S. A 8§ 312 of $8.3 million. Al though
we essentially agreed with Bangor Hydro that $8.3 nmillion was the
undi sputed amount within section 312, we declined to change rates
again in Decenber after a rate change already had occurred in
July and one was anticipated for February 1998. Accordingly, we
converted the 81322 tenporary rates into 8312 tenporary rates
subject to refund. As section 312 pernmts rates subject to
refunds, we returned the Beaverwood anortization to the
pre-July 1, 1997 level. BHE s 8312 Motion therefore produced
i ncreased earni ngs but no increase in rates.

A review of the recent regulatory history invol ving Bangor
Hydro is necessary to understand all the issues presented in this
rate case. |In February 1995, we all owed Bangor Hydro substanti al
pricing flexibility. Bangor Hydro-Electric Company, Docket No.
94- 125 (Phase |), 159 P.U R 4th 460 (Me. P.U.C. February 14,
1995). This pricing program referred to as the Alternative
Mar keting Plan or AMP, allowed the Conpany to exercise greater
discretion in its pricing decisions. As part of the pricing
flexibility program and pursuant to our authority in 35-A
MR S. A 83195(6), we waived BHE s fuel cost adjustnent. W did
not, in Phase I, inplenent a rate cap for BHE, and instead
instituted the flexible pricing plan while continuing the AW
investigation in Phase Il to consider whether a nore formal risk
shari ng nmechani sm shoul d be adopt ed.

Since the AMP Phase I Order, BHE entered into approximately
20 special contracts pursuant to its flexible pricing program
BHE al so has adopted two di scounted space heating rate schedul es
pursuant to the sane authority.

After considering proposals submtted by the Advocacy Staff
and the OPA in Phase Il, we adopted BHE s position and declined
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to adopt a formal price cap plan. Bangor Hydro-Electric Company,
Docket No. 94-125 (Phase Il1) (Me. P.U.C, July 10, 1996). 1In
reaching this conclusion, we relied in part on BHE s public
commtment to avoid general rate increases for 5 years:

In our Phase | Order, we |listed severa
potential benefits of a rate cap nmechani sm
We find those benefits can be achi eved for
BHE and its ratepayers w thout inposing a
formal plan at this time. So |ong as BHE
keeps its prom se to customers, inprovenent
in the Conpany’s financial condition wll
only be achieved by BHE' s ability to operate
nore efficiently or to offer additional
services to custonmers. Regulatory efficiency

will be inproved because neither an annua
performance revi ew nor any expedited rate
relief proceedings will take place, thus

allowing all parties to husband their
i ncreasi ngly scarce resources.

By adopting this approach, we do not intend
to relax any of our regulatory
responsibilities.... Should the Conpany
file a rate case, that filing will be
subject to the full scrutiny of the

Comm ssion and of any intervenors who w sh
to participate. O course, the Conpany w ||
have the full responsibility to explain why
it could not keep its stayout prom se.

AMP Phase Il Order at 5.

Bangor Hydro blanmes the failure of the informal stayout on
the dire financial condition of the Conmpany. The financi al
condi tion has beconme unbearabl e wi thout higher rates largely
because of events at the Miine Yankee Atom c Power Plant. Maine
Yankee was off-line for nost of 1995 due to resleeving of steam
generation tubes. Significant expenses were incurred because of
the repair and the need to purchase replacenent power during the
shutdown. In |ate 1996, Mii ne Yankee again went off-line, for a
period originally thought to be for up to a few nonths, but that
eventually led to the permanent shutdown of the plant. The 1997
shutdown again led to significant repair costs before the
per mmnent shutdown as well as significant replacenent power
costs. From January 1995 through April 1997, the Conpany
estimated that repairs and repl acenent power have cost BHE an
unantici pated $20-25 M1l on.
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The extended shutdowns of the Miine Yankee plant, coupled
wi th Bangor Hydro’s request for a rate increase, led the
Comm ssion in My, 1997 to order a managenent audit to determ ne
“whet her Mai ne Yankee was operated prudently from January 1, 1994
to [June 1997] and what costs, if any, were associated with any
i nprudency.” On Septenber 4, 1997, the nmanagenent auditors filed
their report in this case. The auditors concluded that M ne
Yankee managenment had acted inprudently during the audit period
and as a result incurred $95.9 mllion of excessive costs.

The shutdown of Mai ne Yankee occurred shortly before the
Audit Report was issued. The Conpany noved in limne to renove
the audit and Mai ne Yankee prudence issues fromthis case and
into a separate investigation, because the historical costs
identified by the auditors as inprudent were irrelevant to this
proceedi ng given the shutdown of the plant. The Conm ssion
granted BHE' s Modtion, because the shutdown did render the audit
report only marginally relevant to the rate case and because
shut down prudence questions could not be investigated adequately
before the statutory deadline of this case. The Conm ssion
initiated a 81303 investigation into the prudence of the Mine
Yankee shutdown and the operation of the plant | eading up to the
shut down, and deferred the Mai ne Yankee prudence issues fromthis
case into the separate investigation. The Conm ssion al so
ordered a continuation of the managenent audit to consider
whet her Mai ne Yankee managenent and owners acted prudently to
shut down the plant, and even if the shutdown was economi c,
whet her Mai ne Yankee inprudently operated the plant, causing the
premat ure shutdown of the plant. Thus, while events at Mine
Yankee may have caused this request for a rate increase, the
i nvestigation of the prudence of the shutdown of Mine Yankee and
t he ratenaki ng renedi es due to any inprudence nust await anot her
case. We will discuss the consequences of this delay in Section
VI,

Events ot her than Mai ne Yankee added to BHE s fi nanci al
di stress: rate discounts necessary to keep custoners, such as
Li ncoln Pul p and Paper, one of the |argest custoners, connected
to the grid, and the high |l evel of Conpany debt that resulted
fromfinancing the buyouts of the UtraPower QF contracts. In
its brief, the Conpany characterizes the devel opnents, including
t he Mai ne Yankee problens, that led to the request to increase
rates as “beyond the Conpany’s control.”

Whil e we are not convinced that some or even nost of all of
the factors that led to this rate case were beyond BHE s control,
we have not considered the fact that BHE was unable to “stay out”
in deciding the anount of rate increase that produces just and
reasonable rates. W accepted the risk that the stayout was
unenforceable. By our analysis of the issues in this case and
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t he managenent audits and future prudence investigations of M ne
Yankee, however, we will live up to our promi se to thoroughly
scrutinize the nerits of BHE s rate increase request.

We do consider the failure of the informal stayout in
deci di ng whether to adopt a formal rate plan at this tinme. W

di scuss the rate cap issue in Section VII, but it is worth noting
the difference in approach taken by the Conpany in this case
conpared to the AMP . In AMP Phase Il, we stated that “[t]he

Conmpany has recogni zed that increasing its rates would put it at
a very unfavorable position given that, through any of several
means, conpetition will be increasing in the electric industry.”
Order at 4. Even at the tine this case was filed, the Conpany
sought only a $5 mllion increase expected to be effective about
March 1, 1998, about a 4% increase on core custoners, and anot her
4.5% mllion effective January 1, 1999, about a 3% increase.! In
July, BHE increased its request to nore than $20 million
effective in early 1998. At the end of the case, BHE s request
has grown to nore than $22 million, or about a 17%increase to
core customers.

Thus, the financial turnmoil the Conpany finds itself in has
changed its strategy fromrate status quo to rate increases of a
magni tude that violate rate stability principles.? Wth the
i ncrease request growing fromclose to the inflation rate to one
of over 17% the |level of customer opposition and unhappi ness has
grown. We have received nmany letters strongly objecting to the
| evel of increase now sought by BHE. Simlar sentinents were
expressed at public wtness hearings at Bangor and Machi as.

I11. TEST YEAR REVENUE REQUIREMENTS

In this section, we determne that the test year revenue
requi renent for the retail jurisdiction of Bangor Hydro-Electric
Conmpany shoul d be $10, 713,505. The sunmary of this cal cul ation
is contained in Exam ner’s Exhibit 1 and the details are shown on
supporting exhibits related to the Conpany’s test year revenue

The Company did have a $10 mllion tenporary rate increase
pendi ng when this case was fil ed.

The Conmpany remarks, in its brief, that since the |ast
overall rate increase in 1992, a 17%rate increase in 1998 woul d
still be belowthe inflation rate over that tinme. The Conpany
fails to note, however, that a fuel overcollection was owed
rat epayers, that a rate benefit was owed ratepayers due to FAME
financing of the Utra Power QF contracts, that rate stability
concerns shoul d al ways gi ve one pause before increasing rates 17%
and finally, that BHE told its custoners that its goal was no
i ncrease.
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requi renent. The cost of capital used in our calculation is
9.65% as determined in Section V. W reach our decision by
incorporating into the test year results those adjustnents that
we find reasonabl e based on sound ratemnaking principles, as we

have articulated in our past decisions. |In order to be included
in the revenue requirenent cal culation, the proposed adjustnent
must have a strong likelihood of occurrence, i.e., be known, and
nmust be capabl e of being neasured with reasonable certainty. The
standard that we will use, and the one that we have adopted in
past cases, is the |level of operations approach, wherein it is
assuned that the initial rate effective year will reflect an

operating level that is reasonably consistent with the test year,
unl ess changes that affect the bal ance between revenues, expenses
and rate base can be shown to have a reasonable |ikelihood of
occurring.

The revenue requirenent proposals of the Conpany and the
parti es have been in an al nost constant state of flux since the
very begi nning of the case. The Conpany initially asked for a
two-step increase consisting of $5.0 million at the conclusion of
the case and an additional $4.5 million for effect on January 1,
1999. In addition the Conpany requested the inplenentation of a
Mai ne Yankee adjustment clause that would permt a reconciliation
of the Conmpany’s Maine Yankee-related costs. Shortly after the
Conmpany’s initial filing, the owners of Mii ne Yankee decided to
permanent|ly close the plant. This, conbined with the Mine
Legislature’s action regarding electric restructuring in the
State, caused BHE to revise its request to a single adjustnent of

$20.6 mllion effective at the conclusion of the case. That
amount was nade up of test year deficiency of $22.1 mllion and
an attrition adjustment of negative $1.5 million, which is nore
properly termed accretion. |In its rebuttal filing, the Conpany
once again revised its request to a test year deficiency of
$18.34 million and an attrition deficiency of $3.77 mllion for a
total requested increase of $22.11 million. Finally, at the

hearings in the case, the Conpany’s w tnesses pointed out
corrections and nmade further nodifications to their
recommendati ons. Follow ng hearings, the Conpany submtted
updated exhibits that indicate a test year deficiency of $19. 164
mllion and an attrition requirenent of $3.642 mllion, or a
total revenue increase requirenment of $22.806 nmillion. Wen
applied to core custoners, as reconmmended by the Conpany, the
rate increase equals 17.05% The Conpany presented testinony on
test year revenue requirenments by M. David R Black and M.
Robert D. King, while its attrition recomrendati on was presented
by M. Mathieu A Poulin.

For the Staff testinony concerning test year revenue
requi renents was presented by M. Gant W Siwi nski, while
testimony concerning attrition was presented by M. Kenneth F
Gal | agher on behalf of the Staff. Finally for the Staff, M.
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Angel a Monroe presented a “Revenue Delta” sharing proposal. M.
Gal | agher’s and Ms. Monroe’ s proposals are discussed in Sections
IV and VI respectively of this report.

Staff’s initial test year revenue requirenent was $12. 271
mllion and its attrition recommendati on was a negative anount
(accretion) of $4.081 nmillion for a net reconended increase of
$8.19 mllion. At surrebuttal Staff presented a required revenue
increase of $10.249 nmillion for the test year and a $1.496
mllion increase for attrition, resulting in a total revenue
requi rement increase of $11.745 million, prior to consideration
of any sharing nmechanism?® As did the Conpany, Staff filed
revised exhibits after the close of hearings, and it also filed a
further adjustment based on the Conm ssion’ s decision of Decenber
12, 1997, approving a 8312 rate increase for BHE. Including the
|ate-filed change due to the 8312 decision, Staff now reconmrends

a test year increase of $10.773 mllion and an attrition-rel ated
increase of $1.509 million, resulting in a total revenue
deficiency of $12.282 nmillion before consideration of any revenue

sharing adjustnents. After consideration of its revenue delta
recomrendation, Staff’s revenue increase is reduced to $9.072
mllion, which when applied to core custonmers using Staff’s
recommended rate design nmethodology results in a rate increase of
$8.347 million, or 6.22%

For the Public Advocate, both test year and attrition
testinony was presented by Ms. Lee Smith, who has, as her prinmary
recommendat i on, advocated adoption of a price cap approach, by
assum ng the Conpany had been operating under such a mechani sm
during the test year. Her primary recomendati on woul d have
BHE s rates set to allow an increase no higher than the anount
that would result if the Alternative Rate Plan (ARP) adopted for
Central Maine Power Conpany (CMP) had al so been adopted for BHE
Ms. Smith cal cul ated an adjusted test year and conpared the
results with the bottomend of a range that is set at 350 basis
poi nts bel ow the cost of equity of 10.56%that was granted in the
Conmpany’s | ast base rate case. M. Smith also adjusted the
al l oned cost of equity to that recormended by M. Tal bot for the
O fice of the Public Advocate (OPA) and used that as the basis
for her | ower bandw dth deficiency. Based on this calculation,
she recommended an increase of $2.3 nmillion be granted the
Conmpany. At surrebuttal Ms. Smith nodified her test year nunbers
so that her primary recomendati on was an i ncrease of $2.441
mllion. At hearings, Ms. Smth presented an updated exhi bit
whi ch showed her primary recomendati on had changed to an

3Staf f' s revenue delta recomendation reduced the all owed
increase to $9.282 nillion, and conbined with its rate design
proposal, Staff reconmended an increase to core custoners of
$8.540 million, or 6.37%
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i ncrease of $2.876 mllion, and this is the recommendati on
adopted by the OPA. W describe our reasons for rejecting this
reconmendation in Section VI.

Ms. Smith al so conducted both a test year and an attrition
anal ysi s, which she presented, and has been adopted by the OPA,
as an alternative to her primary recommendati on. Like the
Conmpany and the Staff, the anmount of her alternative
recommendat i on has undergone several nodifications since the
begi nni ng of the proceeding. At direct, Ms. Smith recommended a
revenue increase of $11.2 mllion, which did not include any
anal ysis of the effects of attrition. |In surrebuttal, Ms. Smith
presented a test year revenue deficiency of $11.435 million, an
attrition adjustnment of negative $4.781 nillion accretion, or a
net increase of $6.876 mllion. At hearings, new exhibits were
i ntroduced that indicated a test year revenue deficiency of
$12.074 mllion, an accretion anount of $3.870 million, and a
resul ting net revenue increase of $8.204 million. At briefing
OPA presented a revised attrition exhibit that showed an
accretion amount of $1.84 million and a resulting net revenue
requi rement deficiency of $10.235 million. Finally, inits reply
brief the OPA naintains that the $10.235 million amount as the
cal cul ated net revenue deficiency, but also adopts for the first
time a nodified version of the Staff’s revenue delta mechani sm
so that his final recomendation is for a revenue increase of
$9. 007 mllion.

In the remai nder of this section we will exam ne each of the
test year adjustments proposed by the parties, and nmake a
determ nation as to their inclusion into the Conpany’ s test year
revenue requirement calculation. Initially, we will list the Net
Operating Incone (NO) adjustnments that are not in dispute, sone
of which have corresponding rate base effects, and then we
di scuss the disputed issues.

The following NO adjustnents are undi sputed and will be
i ncluded in the Conpany’ s revenue requirenent cal cul ation:

NO # 1 | nt erest Synchroni zation

NO # 2 Tax Adj ust nent

NO # 3 | nvestment Tax Credit Anortization

NO # 4 Prior Year Tax Adjustnent

NO # 5 RAR Adjustnent (prior years’ tax audits)

NO # 6 Contributions in Aid of Construction Tax

Adj ust nent
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# 7 Depreci ati on Adjustnment (renoves prior credit)

5

#10  Veazie Property Tax Adjustnent

#11 Busi ness Equi pment Tax Rei nbursenment Program
#12 FAME | nt erest

#15 Low I nconme Program Anorti zation

#16 Denmand Si de Managenent Cost Anorti zation

#17 U traPower Anortization

#18 O f System Sal es Adj ust nent

#19 Long Term Debt Call Prem um Adj ust nment

#20 Pensi on Cost Adj ust nment

#21 Li ncoln Pul p & Paper Revenue

#22 Key Bank Lease

#23  Vehicles Lease

#24 Post Retirement Medical Cost

#25 PUC/ OPA Assessnent

#28 Hol t rachem Revenue

#29 | nsur ance Cost

#31 Penobscot Energy Recovery Conpany Anortization
#32 SESCO Adj ust nent

#33 Space Heating Revenues

#36 “Sout h Georgia” Tax Adjustnment

& 6 6656686566566 855665856585868658 5

#37 El ectric Plant Acquisition Adjustnent

5

#38 Envi ronnent al Tax Adj ust nent

In addition, adjustnents 19 and 31 affect the Conpany’s rate
base. The only other itens where there is a dispute in the
Conmpany’s test year rate base are in the depreciation reserve,
Beaverwood contract buyout, deferred inconme taxes related to
depreciation, and working capital, which is directly related to
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t he expense included in the overall NO calculation. W wll
address each of the disputed adjustnents individually.

A Conmput er System Depreci ati on Peri od

The Conpany has installed three new conmputer systens to
repl ace outnoded systens that had been in place for many years.
The projects involve both hardware and software for the foll ow ng

systens: Financial Information Systens (FIS), Phases I, Il and
I11; Custonmer Information System (ClS); and CGeographic

I nformati on System (A S), and will have a total depreciable basis
of $12,661,571 when conpleted (Phase Il of FIS is not schedul ed

to come on-line until Decenber 1998). The parties do not
di spute the anmount or timng of the projects, but do di sagree
about the proper depreciable book |ife that should be used.

The Conpany asserts that because of the rapid changes
that are occurring in the area of information systens, a life of

7 years should be used. It argues that even though parts of the
previ ous systens |asted as |ong as 30 years, the new systens are
likely to becone technol ogically obsolete nuch nore quickly. 1In

arriving at its 7-year proposal, BHE informally surveyed other
utilities that had installed new conputer systens, discussed the
matter with its outside auditors, and got input fromits own
systens anal ysts.

The Staff recommends that a 10-year depreciation life
be used, because BHE itself admitted that 10 years was within the
range of reasonable lives that it had identified. Staff also
argues that when a reasonabl e range has been identified, the
Comm ssion should select a life that is at the high end of the
range in order to mtigate the amount of required rate increase.

The OPA recommends that a 15-year |ife be chosen
because the new systens are nore flexible than those being
repl aced, allow ng the Conpany to change the systens’
configurations and usage characteristics w thout the necessity of
conplete replacenent. In addition, OPA asserts that the informnal
phone survey and the discussions between BHE and its auditors do
not support the 7-year l|ife sought by the Conpany. As wth
Staff, OPA al so argues that when there is uncertainty as to an

asset’s useful life, the Conm ssion should select the reasonable
life that noderates the required revenue increase to the extent
possi ble. The OPA al so argues that Phase Ill of the FIS should

be excluded fromrate base and fromthe depreciation expense
cal cul ation, because it is not scheduled to cone on-line until
Decenber, 1998.

W find the Staff’s reconmendation to be a reasonable
outcone of this issue. Wile it is true that technol ogi cal
advances have cone with increasing regularity recently, we find
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unper suasi ve the Conpany’s argunent that 7 years is the best
estimate of the useful life of these new systens. W agree with
t he assessnent of the OPA that the new systenms will have
increased flexibility, but we find that 15 years is too lengthy a
recovery period. W also find that the manner in which the
Conmpany has calculated its rate base additions and depreciation
expense i s reasonable. BHE added Phase Il of the FIS systemto
its rate base in Decenber of 1998, so that it actually appears in
only 1 nonth out of the 13-nonth rate base adj ustnent

calculation. In calculating its depreciation expense adjustnent
t he Conpany consistently used the m d-year convention, which
means that in the year in which an asset is first placed in
service a half-year of depreciation is taken no matter what the
month i n which actual usage begins. Thus, while we accept
Staff’s 10-year depreciable life, we have nodified the
depreciation reserve calculation (Exhibit 2-18) to agree with the
amount expensed in 1998 of $1,148,953. This has the effect of
slightly reducing the Conpany’s rate base.

B. Conmputer System Efficiency Savings

Wth the introduction of the new conputer systens
di scussed in Section 3. A above, the Staff and the OPA recomend
that an adjustnment should be made to refl ect additional
ef ficiency savings that will be generated by the new systens.
The Conpany di sagrees that any specific adjustnment should be
made, because it asserts that the O & M expenses projected for
the rate-effective period are | ess than the trended | evels,
i ndi cating that any savings have been inplicitly reflected.

Staff argues that not all cost savings fromthe
i nformation systens have been reflected in the Conpany’ s budget
and that the Conpany will experience productivity inprovenents
t hat have not been taken into account. Because the Conpany was
not able to identify specific areas of cost savings, Staff
recommends the anount of annual support paynents in the test
year, $131,283, be used as a proxy for the estinmated rate year
savi ngs.

OPA recomends that $350,000 be renoved fromthe
Conmpany’ s expense total to reflect potential productivity
savings fromthe new information systens. OPA bases its
recommendati on on information provided by the Conpany that showed
t he amount of potential savings expected to be generated by the
three new systens. OPA asserts that the amount of its
recommended adj ustnent is based on estimated savings fromonly
the CIS system as provided in the feasibility studi es done
before the project was approved, and not on the potential savings
avai lable fromall three systems. Further, OPA argues that the
anount from savings that could result fromthe installation of
the CI'S system may even exceed the recommended adj ustnment anount
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by a substantial margin. The OPA asserts that the savings are
sufficiently known and neasurabl e be included in the revenue
requi renent cal cul ati on.

We have exam ned the feasibility study docunents
entered as OPA Exhibit 23, and find that the Conpany did expect a
substantial reduction in expenses fromthe new systens, and we
find that those savings have not otherw se been reflected inits
attrition projections. Wile the docunents show a range of
potential savings, we will use the | ow end of the cost
di spl acenent benefits, about $250,000, as shown on page 16 of the
Cl S Repl acenent Project Findings, dated June 6, 1994. W reject
t he Conpany’s contention that anal yses done 3 years ago are no
| onger valid, for if that anal ysis has changed, BHE had the
responsi bility of providing the updates to the record. Further,
t he amount of savings that we use nay actually be underst at ed,
given that the Conpany’s own feasibility study showed the
possibility of much greater savings, and given that we are using
only savings fromthe CIS system The Conpany shoul d not expect
ratepayers to pay a return of and on these new systens w t hout
sone offsetting benefits also being reflected in rates. W find
t hat an expense adjustnent of $250, 000 should be included in
revenue requirenments to reflect these savings.

C. Depreci ation of Intangi ble Assets

The OPA raises an issue concerning the anmount of
depreci ati on expense that BHE included in the test year as
conpared with the ambunt shown on its FERC Form 1. OPA asserts
that the Conpany has doubl e-counted the anobunt of depreciation
adj ust mrent needed to account for the new conputer systens, and
recomrends that $346, 778 be renoved fromthe Conpany’ s test year
depreci ati on expense to account for this alleged doubl e-counting.
The Conpany counters that the OPA has misinterpreted the test
year depreciation expense anount, and that the anount included
for new information systens in NO Adjustnent # 9 is not a
doubl e-count, but in fact reflects projects closed to plant in
service after the test year. Staff has not commented on this
matter, but has accepted the Conpany’ s anounts.

We find that no adjustnent should be nade, because the
Conmpany has sufficiently supported its contention that no double
counting is present. The Conpany’s adjustnment for new
information systens appears to entail events that occurred after
the test year.

D. Depr eci ati on Overaccumul ati on Return

The Conpany identified an overaccunul ated bal ance in
its depreciation reserve and revised its depreciation rates in
its |last base rate case, Docket No. 93-062, but due to a lag in
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i npl enenting the new rates, its accunul ated depreciati on account
now has an overaccunul ated bal ance of about $3.5 million. The
Conmpany’s has offered two alternative reconmendati ons regardi ng
the appropriate period of flowback. The Conpany’ s prinmary
recommendation is to flow back the anobunt over 5 years begi nning
in January 1997. See Bl ack/King Exhibit B/ K-2-20 Rebuttal. As
an alternative the Conpany recommends that the period of flowback
be tined to end with the conpletion of the anortization of the
Beaverwood contract buyout costs, which is February 2003, so that
the alternative proposal woul d apparently have the return of the
depreci ati on overaccunul ation begin in March 1998. Either of the
Conmpany’ s proposals appear to entail a 5-year period for the
return of the excess reserve, or an anmount of about $712, 000
annual ly. The Conpany argues that its proposal best serves the
purpose of rate stability . The Conpany al so argues that should
the Staff’s and OPA’ s recomrendati on be adopted, the Conmmi ssion
shoul d assign sone of the flowback to the 14-nonth period between
the end of the 1996 test year and the date (March, 1998) when new
rates fromthis proceeding are inplenented. This would appear to
result in a 38-nonth fl owback period for the overaccrual.

The Conpany argues that anortizing the overaccumul at ed
depreci ati on over a |longer period (38 or 60 nonths) would avoid
requiring a rate increase of $1.8 mllion for the T&D conpany at
the tine that retail conpetition is inplenented (March 1, 2000).
BHE Brief at 20. In addition, since the purpose of granting a
$5.1 million increase in tenporary rate increase was to
strengthen the Conpany’s cash flows it may be reasonable to treat
the resulting overaccunul ated depreciation reserve in a way that
does not decrease the Conpany’s cash flows by about $1.0 million
during the rate effective period. [Id. at 20.

Staff and OPA each reconmend that a 2-year flowback be
adopted, beginning in March, 1998 and ending at February, 2000,
the date when retail electric conpetition is due to begin in
Mai ne. The Staff argues that the shorter flowback period is one
way to noderate the amobunt of rate increase required, while the
OPA asserts that the 2-year flowback will result in the
depreci ati on bal ances that are essentially correct at the onset
of retail conpetition.

We find that the overaccumul ated depreciation reserve
shoul d be fl owed back to ratepayers over a 2-year period
begi nni ng when new rates resulting fromthis proceedi ng take
effect. This will result in an annual flowback of about $1.781
mllion. W find that ratepayers should receive the benefit of
this overaccrual as soon as possible, and that the intent of
havi ng t he Conmpany’s account bal ances reflect the proper
depreci ation reserve at March, 2000, is a sound objective. 1In
t heory, ratepayers should have received the benefit of |ower
rates through reduced depreciation expenses for several years,
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and the 2-year return of the overaccrual is a reasonabl e nethod
of making up that difference. Further, we will not assign any of
the reserve flowback to periods prior to the inplenentation of
rates in this proceeding. Doing so would nerely increase the
Conmpany’s reported earnings for that period, and ratepayers would
be deprived of sonme portion of the benefit to which they are
entitl ed.

W note that while we accept the Staff and OPA
recommendation for this adjustnent, we have nodified the Staff’s
exhibit that shows the rate base effect of the flowback (Siw nsk
Exhi bit GA5-2-20, Surrebuttal Revised). 1In the Staff exhibit the
fl owback is shown to start in January of 1997, and woul d thus end
in February, 1999. The effect of this is to overstate the rate
base by using the second year of the reserve flowback in the
Conmpany’s allowed rate base, as opposed to the first year if the
fl owback were calculated to begin in March, 1998, as we have
decided is proper. After consideration of deferred taxes, our
nodi fi cation reduces the Conpany’s rate base by approximately $1
mllion fromthat proposed by Staff.

E. Beaver wood Anprti zati on

This adjustnment arises fromthe Conm ssion’ s decision
to allow the Conpany a 81322 rate increase of $5.0 million on an
annual basis beginning in July, 1997, in Docket No. 97-201. In
t hat deci sion the Comm ssion ordered the Conpany to increase the
annual anortization of its deferred Beaverwood contract buyout
costs by the sane $5.0 nmillion that was allowed into rates, thus
maki ng the increase earnings neutral. On Decenber 12, 1997, in
the instant proceeding the Comm ssion ordered a 8312 increase of
$5.0 mllion as an undi sputed amobunt. This increase superseded
the 81322 increase of Docket No. 97-201, so that the Conm ssion
al so ordered the end of the accel erated Beaverwood anorti zati on,
t hus converting the rate increase ordered in Docket No. 97-201
into an earnings effective anmount. As of Decenber 12, 1997, the
Beaverwood anortization reverted to its previous |level, and that
anount will remain in effect until changed by the Comm ssion.

The Conpany recommends that the bal ance of unanortized
Beaverwood costs at March 1, 1998, sinply be anortized over the
remai ning 5 years of the original anortization period, ending on
February 28, 2003. The Conpany argues that its recomendati on
wWill result in better rate stability and inproved cash flow for
t he Conpany, while the Staff position will require that a rate
i ncrease occur at the time that retail conpetition begins in
Mai ne, and wll not be as helpful to the Conpany’ s cash fl ow
situation. The Conpany’s recomrendation results in a reduction
of test year expense of $450, 000.
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Staff recommends that Beaverwood anortization be
calculated to return the balance to the anbunt it would have
contai ned at March 1, 2000 had the 81322 increase not been
granted in July, 1997. This would reduce the test year expense
by $1.125 nmillion and be | ess than the Conpany’s proposed anmount
by $675, 000 annually, thus resulting in an unanortized bal ance
that is $1.350 million higher than woul d result under the
Conmpany’ s proposal at March 1, 2000. OPA offered no independent
anal ysis of this issue but supports the Staff position.

Wil e we recogni ze that a |arger balance at the tine
retail conpetition begins may have disadvantages, we find that
noder ati on of the anmount of rate increase to be passed on to
custoners in the interimis a higher priority. Prior to the

start of retail conpetition, we will exam ne all of the Conpany’s
revenue requirenments and stranded costs and decide on the
appropriate period over which those amounts will be recovered.

Therefore, we adopt the Staff’s proposal to adjust the
anortization of the Beaverwood contract buyout costs so that the
bal ance at March 1, 2000, equals the bal ance that woul d have
occurred under the original anortization schedul e.

F. Mai ne Yankee Refueling Qutage

The Conpany included this adjustnent in the
recommendations put forth by M. Jeffrey A Jones in his
testinmony regardi ng the Conpany’s overall |evel of purchased
power expense. It is discussed in this section because the Staff
recommendation for its treatnment was presented by its witness on
test year adjustments, M. Siw nski. W discuss the renainder of
t he Conpany’ s purchased power expenses in Section IV of this
Report, and as they were presented in the testinmony of M. Jones
for BHE, M. Gallagher for the Staff and Ms. Smith for the OPA as
part of their attrition analyses. The entire adjustnent for
pur chased power, however, is included in the test year revenue
requi renents cal cul ati on and exhibits.

As part of its Purchased Power costs the Conpany has
requested that an anount of $187,000 annually be included to
anortize over 10 years the refueling outage costs incurred by
Mai ne Yankee from February, 1997 through August, 1997, when the
owners decided to permanently close the plant. The Conpany al so
seeks an accounting order that would allow it to continue to
defer these costs as regulatory assets. Wen Miine Yankee was
operating, it would provide to its owner utilities an estinate of
t he amobunts that were spent above normal naintenance during its
schedul ed refueling shutdowns. Maine s three investor-owned
utilities were permitted to defer these outage costs on their
books and anortize themratably over the period between refueling
out ages, usually a tine span of 18 or 19 nonths. The theory is
that costs should be snmoothed to the extent possible, which would
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avoi d the problem of having to adjust a test year for a “normal”
anount of Mai ne Yankee operating costs, dependi ng on whether a
schedul ed shutdown was, or was not, included in that year.

When the plant was operating normally, this practice
worked relatively well for all three utilities. But, in
Decenber, 1996 Mai ne Yankee went off line in an unschedul ed
shut down due to concerns about instrunment cable routing and ot her
safety concerns. 1In February, 1997, the plant’s operators
recogni zed that the unit would have to be shut down for an
extended period, so they decided to proceed with replacenent of
sone of the fuel assenblies and with other maintenance itens that
woul d usual ly be done during refueling outage. Under its normnal
schedul e, the refueling would not have started until Septenber,
1997, but it was decided to take advantage of the unschedul ed
safety shutdown to performwork that would usually have occurred
during refueling. The strategy was that the plant woul d be
refuel ed and ready to resunme operation as soon as all safety
concerns were addressed. In the sumer of 1997, the strategy
changed, and in August the owners decided to permanently cease
operations at M ne Yankee.

I n accordance with prior practice, Mine Yankee
provided its owners with an estimate of the increnental refueling
outage costs that were incurred in anticipation that the unit
woul d restart sonme tinme in the late sunmer or fall of 1997. The
total is approximately $43.0 million, and BHE s share is about
$2.7 mllion, which the Conpany began to anortize over a 19-nonth
period in Septenber, 1997. The Conpany now proposes that the
remai ni ng bal ance at March 1, 1998, of approximately $1.87
mllion be declared to be a regulatory asset and be witten off
over a 10-year period. Wth a return on the unanortized bal ance,
t he annual revenue requirenent is about $300,000. The Conpany
asserts that these costs were incurred in anticipation of Mine
Yankee’ s com ng back on line, and recovery should be all owed
based on the prior practice of anortizing the anount between
schedul ed out ages.

Staff and OPA both reject the Conpany’ s proposed
adjustnment. Staff asserts that the costs no longer fit the
criteria for normalization, and they cannot be classified as
extraordinary costs. Ratepayers will receive no benefit from
t hese deferred expenses, since the plant is no | onger operating.
Further, incurring the costs in anticipation of a restart was a
choi ce the Conpany, as an owner of Maine Yankee, nmade on its own,
and thus it nust live with the consequences. OPA essentially
agrees with the Staff’s argunents.

We find that the Conpany should not be all owed recovery
of these costs, and no regul atory asset can be established. W
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find the argunments of the Staff dispositive of the issue, in that
t he owners of Mai ne Yankee, at the tine they decided to go ahead
with refueling outage-type of maintenance itens, took the risk
that the plant would not resune operation, and so it is the
owners who mnmust bear responsibility for their actions. W are
fully aware that the Conpany’s rather precarious financial
situation may be exacerbated by the wite-off of this anmount, but
financial need is not a sufficient reason for converting
non-recoverabl e costs into costs recoverable fromratepayers.

G El ectric Water Heater Program

In its direct case the Conpany renoved the costs
associated with its CareTaker programfromits regul ated
accounts. The Staff and OPA agree with this adjustnment, but in
addition the Staff reconmends that all revenues and expenses
associated with the Conpany’s Electric Water Heater Service
program be noved to belowthe-line status. This entails revenues
of about $70,000 in the test year and expenses, net of a tax
credit, of about $123,000, for a net increase to operating
revenue of about $53,000. Staff asserts that this treatnment is
in keeping with the Conm ssion decision in Docket 96-053, the
Cochrane Order, which required that BHE account for non-core
utility activities belowthe line, and that the water heater
service programis not a core activity according to the
definition put forth by the Commission in its current proposed
rul e, Docket 97-886.

The OPA recommends that $121,883 in admnistrative and
advertising costs associated with the water heater program be
removed fromthe Conpany’s test year expenses, under the theory
that the program operated at a | oss, and thus, ratepayers are
subsi di zing the program COPA asserts that the overhead costs of
the program are di sproportionately high and thus shoul d be
di sal | oned. The OPA al so argues that the programis a non-core
activity, and all revenues and expenses shoul d be accounted for
on a non-regul ated set of books. The OPA asserts that this is
not possible in the instant case, because BHE has not all ocated
any indirect costs to the water heater program Therefore, OPA
recormmends the renoval of about $122,000 fromtest year expenses.

The Conpany attenpts to rebut the other parties’
argunments by asserting that there are differences between its
Car eTaker and water heater service prograns. It clains that the
wat er heater programis related to the Conpany’s primary business
of selling electricity, and that it provides increased custoner
satisfaction, thus encouraging custoners to continue to use
electricity for water heating. Also, the Conpany points out that
t he Cochrane Order did not require it to put prograns of this
type below the |ine.
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W will adopt the treatnment proposed by the Staff, and
remove fromthe test year all revenues and expenses identified by
BHE as being associated with the Conpany’ s water heater service
plan. In our current Rul emaking proceedi ng we have proposed a
definition of core utility services that clearly would not apply
to the water heater service program This service plan has
nothing to do with the custonmer service functions that are

included in the definition of core services. It is clearly an
adj unct conpetitive service that does not qualify as a core
service, and so it should be accounted for as non-regulated . W
will accept the Staff’s calculation of the anpbunts that shoul d be

removed fromthe Conpany’s regul at ed books.

H. Normal i zation of Early Retirenent Costs

The Conpany proposes that it be allowed to increase its
test year expenses by about $493,000 to account for a
normal i zation of early retirenent programcosts. The Conpany
clainms that its early retirement progranms fit the criteria set
forth by the Comm ssion for normalized recovery, that is,
expenses related to events that occur on an irregular but not
unexpected basis. The Conpany asserts that it has conducted
three such prograns in the past 6 years, and that ratepayers wll
enjoy the benefits of those earlier progranms in the rate
effective period, presunmably through |ower |abor costs. The
Conmpany further argues that equity considerations weigh in favor
of including a normalized anbunt in rates for early retirenent
prograns, since sharehol ders have borne the costs of previous
prograns, but ratepayers are enjoying the benefits. The Conpany
determ ned its proposed adjustnment anount by cal cul ating the
average of its three nost recent early retirenent prograns and
normal i zing the average over 5 years. Wth this calculation, the
Conmpany asserts that it is alnbst certainly understating the
likely cost of any future prograns.

The Conpany al so argues that the fact that it does not
have specific plans for a future early retirenent program shoul d
not be a bar to inclusion of this type of adjustnment. BHE cl ains
that given its current financial situation, it is highly likely
that it will conduct an early retirement programprior to the
year 2000 in order to acconplish the needed cost-cutting that
will allow the Conpany to remain financially viable. Because the
Conmpany’ s proposed adjustnent uses a 5-year nornalization period,
and because its last early retirement program occurred in 1995,
any program i nplenmented prior to 2000 would neet the 5-year
assunption used in its calculation. Finally, BHE asserts that
Staff’s argunent that the Conpany is attenpting to engage in
retroactive ratenmaki ng should be rejected, because the Conpany is
not proposing to account for any past program costs, but rather
wants recognition of the fact that these costs are quite |ikely
to recur sometine in the near future.
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Staff argues that the Conpany is attenpting to anortize
costs that occurred prior to the test year, and thus, it is
attenpting to engage in a formof retroactive ratemaking. Staff
al so asserts that the anount of the expense is not known and
nmeasur abl e, and the Conpany has not included recognition of any
cost savings that will result fromsuch a programin its revenue
requirenent.

OPA bases its opposition to the proposed adjustnent on
the fact that the Conpany has admitted it has no specific plans
for such a programin the imediate future. Allow ng the
proposed adjustment to expenses into rates would violate the
mat ching principle in that offsetting benefits are not accounted
for. OPA argues that the possibility that an early retirenent
programw || occur is not sufficient to neet the known and
nmeasur abl e st andard.

Wil e the Conmpany has presented several plausible
argunments for including an adjustnment for normalization of its
early retirenent program expenses, we reject the proposal as
bei ng too specul ative, and as not neeting the expense/benefit
mat chi ng principle. The Conpany’s claimthat this type of
programis likely to occur is not strong enough evidence that a
normal i zed amount should be included in rates to account for that
possibility. Neither has the Conpany provided support for its
claims that sharehol ders have entirely borne the cost of previous
prograns, or that ratepayers have enjoyed and continue to enjoy
the benefits of the previous progranms. Sone anounts for this
expense may have been included in previous revenue requirenent
cal cul ations, and the Conpany has been operating under an
inplicit “stay-out” for the past several years. So while its
earned returns may have been | ess than satisfactory, those
results may have been even worse had any savi ngs caused by
i npl enentation of early retirenment prograns not been present. In
addi tion, we would expect any future early retirenment prograns to
pass a cost/benefit test, so the Conpany has the opportunity to
“fund” any future programs with future savings.*

W will be exam ning the Conpany’s revenue requirenent
as a wires conpany prior to the start of retail conpetition, and
at that tinme the Conpany nay present evidence of the existence of

'n the last rate case for NYNEX (Docket No. 94-254), we
| ooked at both the costs and benefits of process reengi neering
for the Conpany, which included costs simlar to early retirenent
program costs. NYNEX Order (94-254) at 39. Because the evidence
permtted estimtes of both the costs and benefits, we all owed
NYNEX to recover its nornalized process reengi neering
costs/benefits over eight years. In this case we lack reliable
data on the benefits of early retirenent prograns so we cannot
use that approach
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early retirenent plans. Alternatively, early retirenent program
costs, if they neet the criteria for “exogenous” cost treatnent,
could be included in the 1999 Annual Revi ew under BHE ARP, which
we di scuss bel ow.

| . Anprtization of Retiree Death Benefits

Only one relatively mnor issue renains with regard to
the accounting for retiree death benefits on the Conpany’s books.
Staff proposes that $70,000 in test year costs be renoved from
t he Conpany’ s revenue requirenment, while the Conpany cl ains that
an adj ustnent of only $43,000 should be nmade. The difference
relates to the “interest” expense included in the FAS 106
cal cul ation of the death benefit liability.

As we understand it, the terminterest in this context
relates to the increase in the recorded liability due strictly to
t he passage of tine. It does not relate to noney earned on sone
cash bal ance. Thus, as with the remai nder of the FAS 106
expenses recorded in the test year, we find that it should be
removed fromthe Conpany’s all owed expenses and therefore we
accept Staff’s adjustnent.

J. New Enpl oyees Wages and Payroll Taxes

The Conpany proposes an adjustnent to account for
sal ary and wage increases for its current enployees, as well as
to account for seven new hires that it clains it nmust add in
order to nmeet its nmonthly nmeter reading commtnents (five new
enpl oyees) and in order to support its new information systens
(two enpl oyees). The Staff accepted BHE s adjustnent, but the
OPA contends that the Conpany failed to show that the seven new
enpl oyees actually will be hired during the rate effective year.
The Conpany counters that the enployees actually had been hired
by the end of 1997, well before the start of the rate year.

We find that the Conpany has sufficiently supported its
claimthat the costs for seven new enpl oyees should be allowed as
an adjustment to its revenue requirenent, as well as the
i ncreased payroll costs associated with all other enployees. W
accept the Conpany’s proposed adj ustnent.

K. Advertising and Marketi ng Expenses

The Conpany proposes to renove $274,575 in test year
expenses related to advertising for the Conpany’s space heating
program and for trade show advertising. The Staff accepted the
Conmpany’ s adj ustnent, but the OPA reconmmends that an additi onal
$296, 858 be renoved, because the activities covered by those
costs are pronotional in nature. The Conpany argues that the
proposed di sall owances are arbitrary, and that nost of the
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spending relates to custoner information type of activities, and
not to pronotional activities.

OPA Exhibit 29 presents a list of expense categories
for advertising and pronotional work done by Garrand and Conpany
for BHE. The |ist does not explain precisely what each category
entails, nor does it provide details of the types of activities
that are covered under each topic. Wiile sonme of the categories
have titles that sound |like they m ght be pronotional in nature,
wi t hout a better understanding and anal ysis of the actual
prograns involved, we will not accept the OPA s proposed
adj ustnment. The Conpany should be thoroughly famliar with
Comm ssion rul es regarding pronotional activities and spendi ng,
as contained in Chapter 83 of our Rules, and we find no evidence
that the Conpany has misclassified or msrepresented any of its
spending. Wile the Conpany retains the burden of proving its
spending is properly categorized, the OPA has not presented
sufficient evidence to | ead us to conclude that BHE has incl uded
i nproper expenses in its revenue requirenent. The nature of the
activities thenmselves, not their titles on an item zed statenent,
determ ne whether or not the associ ated expenses shoul d be
allowed in rates.

1IV. ATTRITION
A Overvi ew

In this section we determ ne that Bangor Hydro shoul d
be all owed an adjustnent to its retail revenue requirenent to
account for attrition in the amount of $2,508,860. This anount
has been adjusted to account for the difference between the test
year and the rate year |evel of sales and includes consideration
of a revenue delta adjustnent as described in Section VI. The
details of the calculation are shown on Exam ner’s Exhibit ATT-1
and the supporting attrition exhibits.

In Section Il we discussed our findings concerning the
Conmpany’s test year revenue requirenents. 1In this section we
exam ne the Conpany’s earning capacity in the rate-effective
period. |If the bal ance between the Conpany’ s revenues, expenses
and rate base are shown to have a high likelihood of changing
fromthe adjusted test year levels, attrition or accretion is
said to occur. Wen a utility s probability of earning its
allowed return is reduced, attrition occurs. Wen the
probability exists that the utility’'s earning capacity will be
i ncreased, the situation is known as negative attrition, or
accretion.
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The identification of attrition or accretion is a
conpl ex process that is easier to define in concept than it is to
gquantify in practice. The standards that we apply to adjustnents
in the attrition analysis are slightly different than those
applied to test year adjustnent, where a strict known and
measur abl e standard is observed. In an attrition analysis, the
degree of precision by which proposed adjustnents are eval uated
and neasured mnust, by their nature, take into account the | esser
degree of certainty that surrounds projections of the itens
involved. An attrition analysis |ooks at a future period, the
first rate effective year, and tries to project, using educated

estimates and forecasting nmechani sns, how that future will affect
the operations of the utility. 1In other words, it tries to
determine if there will be a change fromthe test year |evel of

operations that would reduce or enhance the utility’'s ability to
earn its authorized return. Because an attrition exam nation is
based | argely on projections, greater caution must be applied
when deci di ng whet her or not to include an adjustnment in the
Conmpany’ s revenue requirenent calculation. O course, the line
bet ween a known and neasurabl e test year adjustnent and an
attrition adjustnent is not a bright one, and each proposed
change nmust be exam ned individually.

The starting point for the attrition analysis is the
adjusted test year results, as we determned in Section I11.
Many of the proposed attrition adjustnments use the test year
adj usted anobunts as their base, because attrition is used to
di scern changes fromthose levels that are likely to occur in the
rate year. In their presentations, the parties have addressed
t he i ssues surroundi ng the Conpany’s purchased power expenses in
their attrition anal yses, but have incorporated the results in
the exhibits and cal cul ati ons of the test year revenue
requi renents, and we have done the same. As with the test year,
a considerabl e nunber of attrition issues are no |onger in
di spute, and we will accept themfor inclusion into our attrition
determ nation

B. Sal es For ecast

1. Overvi ew of BHE and Staff Forecasts.

BHE s sal es forecast was prepared by Roger Cooper,
t he Conpany’ s Load Forecasting Analyst, with supporting testinony
fromDr. CGeorge Criner, of the University of Maine. Staff’s
sal es forecast was prepared by Dr. Steven Estomi n, of Exeter
Associ ates, a consulting firmin Mryl and.

The forecast nethodol ogi es used by Cooper and
Estom n differ considerably. Cooper devel ops his Residential and
his Cormercial & Industrial (C& ) forecasts using a conpl ex
time-trend approach. 1In the Residential forecast, he first uses
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an econonetric nodel with weather, inconme, and price variables to
estimate coefficients for heating degree days (HDD) and cooling
degree days (CDD). These are then used to weather normalize
actual sales per custonmer. He then fits a trend line to a
4-quarter noving average of weather nornmalized actual sal es per
custoner. This line is extrapolated to project future sales.
These projections are then adjusted to renove projected future
DSM to reflect projected increases in electric heat sales, and
to account for expected changes in sales due to the effect of
federal appliance efficiency standards. The effect of the latter
two adjustnents is to increase forecasted sales. The result is a
forecast of weather nornalized sales per custonmer. The nunber of
custoners is also forecast by extrapolation. Overall residential
sal es are the product of forecasted sal es per custonmer and the
forecasted nunber of custoners. The procedure for the C&
forecast is simlar and will not be further described, since only
the Residential forecasts are disputed at this point in this
proceeding. There are also forecasts of Whol esal e and Lighting
sal es, which have never been disputed in this proceeding.

Estom n uses “causal” econonetric nodels to
forecast Residential and C& sales. For the Residential nodel,
his variables are price, incone, and weather, as well as actual
sal es during the corresponding quarter of previous years. In
addition there are three “dumry” variables, including one that is
a second price variable intended to capture the effects of rapid
price increases believed by Estom n to have occurred during the
early 1980s. The C& nodel is simlar, although it |acks the
dummy vari abl es.

The results of these two forecasts for the rate
year (ending February 1999) are presented and conpared in Table 1
of Cooper’s Rebuttal Testinmony. BHE predicts a 1.06% i ncrease
from 1996 to the rate year, while Estomn predicts a 5.85%
i ncrease. Cooper Reb. Test. at 2.
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Tabl e |
Forecaster Sal es
For Year Ending February 1999

(Thousand of MAH)
C ass Bangor Hydro Dr. Estomn D fference
Resi dent i al 537. 2 565. 2 28.0
Commer ci al 517.8 540. 9 23.1
I ndustri al 167.0 174.2 7.2
Paper MIls 265.0 265.0 0.0
Hol t r aChem 227. 8 227. 8 0.0
Whol esal e 4.5 4.5 0.0
Streetlighting 8.9 8.9 0.0
Total Sal es 1,728.2 1,286.5 58.3
Total |ess 1,235.4 1,293.7 58.3
Hol t raChem and
Paper MIls

In his Surrebuttal Testinony Estom n withdrew his C& forecast
and accepted the Conpany’s. He also updated and revised his

Resi dential forecast, incorporating actual sales for the second
and third quarters of 1997, and renoving the effects of errors in
the price data inputs during the early 1980s. These changes

| eave residential sales the only disputed forecast between BHE

and Staff, and they greatly reduce the anmount of the difference
in overall forecast. The difference in the Residential forecast
is reduced by 11,500 MM H. A table in BHE' s Brief (p. 37)
illustrates the renmaining differences between these parties,
provi ding forecasted sales and growh rates fromthe preceding
year for 1997 and the rate year, as well as sone history on

Resi denti al sal es.



Corrected Order - 25 - Docket No. 97-116

Residential Sales H story and Forecasts
Sales in MMH

MAH Gowh Rate
1989 528, 574
1990 526, 926 -0. 3%
1991 523, 219 -0.7%
1992 528, 066 0. 9%
1993 521, 412 -1.3%
1994 522,634 0. 2%
1995 518, 194 -0.9%
1996 536, 490 3.5%
Cooper 1997 528, 950 -1.4%
Estom n 1997 537,113 0.1%
*Cooper 1998 537, 163 1.3%
*Estom n 1998 554, 723 2.8%

Source: Cooper Prefiled at Table 4, Page 6 and Tables 2 and'3,
Page 4; Estomin Prefiled Surrebuttal at 3, as revised.
*Rate effective year 98:03-99: 02

Conparisons with Service Territory Data and Maj or
For ecasts.

In his Direct Testinony Cooper presented a nunber
of major national and regional forecasts that appear to be
inconsistent with Estom n’s forecast of 5.83%growth in overall
sal es between 1996 and 1998. These include the Energy
| nformati on Administration (EIA), NEPOOL, and the North Anmerican
Electric Reliability Council (NERC).

NEPOOL forecasts regional growth of overall sales
bet ween 1996 and 1997 of 1.10% and growth between 1997 and 1998
of 1.50% NEPOCL projects overall growh of 6.2%for the region
over 5 years. BHE points out that Estom n, predicting 5.83%
growt h over 2 years, expects BHE sales to grow nore than tw ce as
fast as the regional average. BHE argues that this is especially
sur prising when one considers that social and econom c drivers in
Mai ne are generally |less favorable than in the rest of New
England, and in BHE s service territory they are generally | ess
favorable than for the rest of the state.

NERC projects 5.58% overall growth for the
Nort heast over the next 5 years. Estomn predicts growmh in BHE
sales to be 2.5 times faster than NERC s projection for this
region. Simlarly, ElIA projects overall growh at an average of
1. 6% per year in the nation.
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BHE points out that it has seen a total 6.10%
growh in core sales between 1990 and 1996, neaning that it took
BHE nore than 5 years to grow sales as nmuch as Estom n forecasts
for 2 years. BHE s average annual growh in overall core sales
since 1990 has been about 1% Average residential growth has
been 0. 3% per year during the sanme period.

BHE states that with sales through August 1997
showing a 1% increase there is little chance that Estom n’s 3%
increase for 1997 will be achieved. |If the increase for 1997 is
1% the increase for 1998 would have to be about 5% for Estomin’s
1998 forecast (Direct Testinony) to be achieved. G ven data for
the first 11 nonths of 1997, 1998 residential sales would have to
grow at 3.35%to achieve Estomn's Surrebuttal estinate for the
rate year.

In general, BHE argues that Estom n’s forecasts
are not plausible in the |light of other major forecasts, current
and past sales data for BHE, and social and econom c drivers for
BHE s service territory. W agree, and we note that in his
Surrebuttal Testinmony Estomn agrees with this assessnment of his
Direct Testinony forecast.

2. Approach to Mbdel Devel opnent

Cooper states that he used econonetric nodels so
| ong as they worked, but noticed that they began overforecasting
during 1992. A Chow test confirnmed a structural change at that
time. Cooper’s assessnment was that avail abl e econonetric nodel s
do not account for the effect of federal appliance efficiency
standards. He could find no remedy for this deficiency and in
1995 began to experinent with tinme-trend forecasts, which
appeared in short-termforecasts to better account for the sales
dat a.

Staff and OPA argue that causal econonetric nodel s
are theoretically superior to tine-trend nodel s, because they
capture the underlying causal processes and are therefore better
able to reflect changes in inportant causal variables.®> Tine
trend nodels will be less reliable when there are changes in
underlying causal factors.® This nuch appears to be true, but it

It appears that too much enphasis is placed on the val ue of
“causal ” econonetric nodels. Specification error is present to
sone degree in all. Estomn admts as much when he states that

an econonetric nodel “is not designed to replicate reality.”

®OPA faults Cooper’s time-trend approach on the grounds that
it is too dependent on the assunption that the future wll be
like the past. This assunption, of course, is a famliar
i nformal statenent of the epistenological principle of induction,
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doesn’t follow that a causal nodel that is perform ng poorly
(even if it has “good statistics”) should be preferred to a
time-trend nodel that is performng well. Dr. Estomn recognized
t hi s when he decided to abandon his causal C& nodel in favor of
BHE s time-trend.

BHE argued that popul ation, inconme, and busi ness
data for its service territory do not support assum ng any maj or
changes in causal factors underlying electricity sales in the
short term Criner supported this assessnent. OPA appears to
argue for the possibility of a mpjor econom c upturn, but the
basis for this is unclear, and this expectation is not consistent
with the information on the |ocal econony reviewed in BHE s
Direct Testinony. It is true that BHE has not taken into account
the effect on sales of its expected rate increase, but this would
have the effect of decreasing its sales forecasts.

As argued by Criner, time-trend forecasting is a
useful and wi dely accepted tool. It can be especially helpful in
short-term forecasting where no satisfactory causal nodel can be
f ound.

Criner argued that Estom n appears to have
adj usted and reestimted his nodels, until he found a fornulation
that satisfied pre-set conditions. Estomn admtted this in his
Surrebuttal Testinmony . Criner argues that this procedure
introduces a likelihood that the nodeler will eventually discover
spurious relationships, existing only as chance patterns in the
data. W agree and find that in such a case a nodel’s
statistics, such as RR and t, can no longer be interpreted as
supporting its validity.

W will adopt BHE s forecast in preference to
Staff’s for three reasons. First, we agree with BHE s assessnent
that Estomn’s Surrebuttal Residential forecast is not likely to
be achieved. Second, we are not convinced that Dr. Estomin’'s
nodel has acceptable predictive power. Finally, we believe that
t he Conpany’ s nodel does a better job of predicting BHE s energy
sales in the short-term

We note that the record contains debate on many
specific issues and nodeling details, including the
appropri ateness of BHE s weat her nornalization, the proper
nodel i ng of seasonal prices, the proper nodeling of weather,
Estom n’s use of a Koyck |ag of the dependent variable, Estomn’s

which is presupposed in all inference in the enpirical sciences.
Exanpl es of scientific work that avoid this assunption are
difficult to find. Cooper nakes a simlar point when he states
that Ordinary Least Square nodels are sinply a |inear

conmbi nati on of trend nodel s.
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use of a second price variable, and others. W make no finding
on these issues, because we believe that the choice between
forecasts can be nmade on nore straightforward and fundanent a
grounds. In particular, there is no need to assess Cooper’s
criticisms of Estom n’s nodels, since we already have sufficient
grounds for preferring Cooper’s. This is not nmeant to suggest
that there are no respects in which Cooper’s forecasts could be
stronger. They are sinply the nore plausible of the two.

| ndeed, in practice even the best forecasts will have sone

t heoretical or practical shortcon ngs.

3. Revenue For ecast

One final area of disagreenent between Staff and
t he Conpany involves the | evel of sales revenue that should be
included in the rate year for the Janes River Conmpany (JR). This
paper conpany has a special contract with the Conpany that is due
to expire on Decenber 31, 1998. The dispute between Staff and
t he Conpany concerns the rate at which Janes River will take
service over the last 2 nonths of the rate year, that is, for
January and February 1999. There does not appear to be any
di sagreenent over the nunber of kWh that will be sold to JR

The Conpany asserts that the current contract rate
shoul d be assuned to continue for the 2 nmonths in question,
because the contract contains an extension clause, and because JR
has options other than purchasing fromBHE. The Conpany asserts
that it will have to provide a discount in order to keep JR as a
custonmer, and there is no reason to believe that a new or
extended contract will contain a higher rate than the present
one.

Staff contends that in the absence of a new or extended
contract, JR should be assuned to revert to the full tariff rate
applicable to its class of service for those 2 nonths. Staff’s
proposal woul d add about $612,000 to the Conpany’s estinmated
revenues for the rate year. Staff essentially makes two
argunments in support of its recomrendation: 1) it is not clear
that JRw Il have an alternative to taking service fromBHE for
those 2 nonths, and so it is not clear that a discount contract
woul d be appropriate or necessary; and 2) in the future the
Comm ssion may want to hold BHE entirely responsible for its
decisions with regards to new or extended special rate contracts.

Staff clainms that JRwill not be able to install
self-generation in tine to be able to require a special rate
contract by the end of 1998. Staff also points out that under
the present AMP, which it assunes will stay in place, the Conpany
could offer a new contract that would be subject to limted
scrutiny if it nmet certain conditions. 1In that case, Staff
suggests that the Comm ssion may want to hol d the Conpany
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responsi ble for its discounting activity. The Conpany counters
that it would be short-sighted for the Conpany to be in the
position of taking short-term advantage of its |large industrial
custoners and running the risk of permanently |osing JR and
others who are in simlar situations. The Conpany al so clains
that Staff now want the Conpany’s sharehol ders to absorb 100% of
all future discounts, which would surely decrease the Conpany’s
incentive to offer special contracts, and this in turn, would
exacerbate the revenue shortfall that nust be absorbed by the
core custonmers.

This issue has no easy answer. W are nade to
specul at e about what m ght happen in negotiations between the
Conmpany and one of its major custonmers 12 nonths fromnow. W
find it quite likely that BHE will have to offer sonme di scounted
rate to JRin order to retain it as a custoner, but we cannot be
sure what the ternms of that special contract will be. W wll
reluctantly adopt the Conpany’s position, because of the
probability that a special rate will be required. The best
estimate that we can make is that the current contract wll
continue in effect for the full rate effective period.

Havi ng determ ned that we will use the Conpany’s
sal es forecast, we nust turn that projection of rate year energy
sales into a revenue forecast. |In order to acconplish this, we

wi |l use the nethodol ogy presented by M. Gallagher in his

Exhi bit KFG 6-1, which uses a forecast of kW sales and the class
average rates fromthe test year to determ ne rate year sales
revenue at current prices, then adds the anount of increase that
we found appropriate in Section IIl. Thus, we find that the
Conmpany’ s base revenues for the rate effective period are
estimated to be $174, 693, 297.

C. O & M Expenses

The Staff and the Conpany both assert that there is no
difference in their positions regardi ng operations and
mai nt enance (O & M expenses in the rate year. The OPA argues
that Staff witness M. Gallagher did not explain the reasons for
hi s apparent change of position fromhis direct to his
surrebuttal testinmony regarding the attrition year level of O& M
costs. Therefore, OPA recomrends that the Conm ssion renove
approximately $1.0 mllion in O & M expenses fromthe attrition
anal ysi s.

Qur review of the record | eads us to concl ude that
t here was no unexpl ai ned change in M. Gallagher’s position, but
that he did change the dollar anmount of his proposed adjustnent
in order to agree with the revised anount proposed by the Conpany
at the rebuttal stage. In fact, the Conpany has updated its
anount after the close of hearings to reflect a change to the
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test year |evel that was used as the base for its proposed
adjustnent. W will accept the updated anount of $1, 164,196 as
the adjustnent to the test year reasonable O & M| evel

D. Mai ne Yankee Purchased Power | ssues

Wil e the specifics of the Conpany’s purchased power
costs are discussed in this section under the attrition analysis,
t he adj ustnent has been incorporated into the test year
cal cul ati ons and exhi bits, except for the increase in purchased
power expense caused by the forecasted increase in sales. That
anount is included in M. Poulins and M. Gallagher’s attrition
exhibits, and we will adhere to the nethod.

1. Mai ne _Yankee Repl acenent Power

The Conpany and the Staff agree on the majority of
issues related to the | evel of Miine Yankee repl acenent power
costs for the rate year, and the OPA indicates that there is no
addi tional dispute on this issue. The Staff, however, inits
brief asserts that an additional amount of $344,000 should be
removed fromthe replacement power expense, because FERC has not
approved the Qutside Transaction Adjustnment (OTA) tariff that was
included in M. Jones’ estimate of the price of replacenent
power. An adjustnent in this anpunt is apparently not reflected
in the revised exhibits filed by the Staff on Decenber 22, 1997,
because the amount of replacenent power expense shown on Exhi bit
KFG 9, $9,772,000, agrees with the anbunt on JJRBT-2 (Revised)
from M. Jones testinony.

Because of the uncertainty regarding the ultimte
approval of the OTAtariff by FERC, we will not allowit into
retail rates at this tine. As discussed bel ow, however, we wll
all ow the Conpany to defer any expenses paid during the rate
effective year under the OTA tariff and seek recovery at the tine
of the annual rate adjustnent that we inplenent in Section VII.
W will, however, adjust the Staff’s anount from $344,000 to
$488, 600, based on our understanding of the calcul ation. Based
on M. Jones’ estimate that the tariff had a 25% probability of
bei ng approved at FERC, he included (and the Staff seemto agree)
an estimated rate of $1.44/ MW and an armount of replacenment power
of 349 Gah in his calculation. The product of these nunbers is
$488, 600, and that is the anpbunt of expense we renpve fromthe
rate year projected replacenent power costs.

Staff states that the anount of replacenment power
cost should be “bookmarked” for future identification, in case
t hat any Mai ne Yankee costs are determ ned to have been caused by
i nprudence. G ven the reconciliation nechanismthat we adopt as
part of the rate cap plan in Section VII, there is no need to
“bookmar k” the Conpany’s repl acenent power costs, or any other
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costs associated with Maine Yankee. All these costs will be open
to adjustnment and reconciliation once the Maine Yankee prudence

i nvestigation has reached its ultimte conclusion and a fi nal
order has been inplenmented concerning cost recovery.

2. BHE s Share of Mai ne Yankee

The Conpany has cl ai med that the Massachusetts
muni ci pal and cooperative utilities have refused to continue to
pay their share of Maine Yankee’s ongoi ng expenses, and the
Conmpany assunes the sane situation will occur with respect to
Mai ne’s two consuner-owned utilities that have shares in the
pl ant. Because of this potential failure to pay, the Conpany has
proposed an adjustnent that would increase its share of Mine
Yankee from6.8998% to 7.0% resulting in a net expense increase
of about $100,000. The Staff and OPA oppose this adjustnent
because of its highly specul ative nature. They argue that,
first, there is no evidence the Maine consuner-owned utilities
will followthe |lead of the Massachusetts entities and refuse to
continue to pay their required share, and second, that even if
the custonmer-owned utilities actually stop naking paynents, BHE
likely has | egal recourse that it can pursue agai nst them

We agree with the OPA and the Staff regarding the
hi ghly uncertain status of this matter, and so we reject the
Conpany’ s proposed adj ust nent.

3. Mai ne Yankee O & M

The parties have agreed that Mai ne Yankee’s
ongoing O & M costs should be subject to a deferral and
normal i zati on nechanism The Staff further proposes that these
costs should be subject to its proposed reconciliation mechani sm
as part of the annual review. The OPA warns that any
reconciliation mechani sm nust be adopted under the terns of an
i ncentive ratemaki ng plan adopted in accordance with 83195. The
Conmpany agrees with the Staff proposal, but clains that a rate
plan is not required because a future adjustnent could occur
under the Suppl enental Order Inplenentation Method (SOM that it
recommends and that has been used in previous cases by the
Conmi ssi on.

Wil e we adopt a normalization and reconciliation
mechani sm for all Mine Yankee-related costs, we nust deci de how
much to put into rates at the present tine, as this anount w ||
affect the Conpany’ s cash flow and the anount that ratepayers
will currently pay. There is basic agreenment anong the parties
about the anount of Miine Yankee O & Mthat should be deferred
and normalized. Staff recomends that $20.0 million of 1998
expenses be deferred and anortized ratably over the foll owi ng two
years. W find this to be reasonable and adopt the Staff’s
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proposal. This expense is also included in the Maine Yankee
reconciliation that we adopt in section VII.D

4. Mai ne Yankee Fuel Costs

Staff al so recomends that all fuel costs be
removed fromthe revenue requirenment cal cul ati on and be subject
to a reconciliation nmechanism and the OPA agrees with the Staff
recommendati on. The Conpany agrees that a reconciliation
approach is appropriate with respect to fuel costs, but proposes
t hat $509, 000 be included in rates to account for the
anortization of the |last core of fuel, other fuel indirect costs,
and Mai ne Yankee’'s fuel disposal paynents.

Staff argues that there are several uncertainties
surroundi ng the fuel cost issue, including the fate of the fuel
in the reactor, the problens that Mine Yankee di scovered with
all of the fuel rods obtained fromone manufacturer, and the
di sposition of new fuel rods that were ordered but not installed
in the reactor. Also, a suit has been brought against the
Department of Energy by the owners of several reactors that
clainms that DCE shoul d be responsible for damages for its failure
to take delivery of spent nuclear fuel as required under federal
| aw and under its contracts with reactor owners. In its brief
Staff mentions this suit in the section regarding
decommi ssioning, but it is equally relevant here.

W will accept the Staff proposal to exclude al
nucl ear fuel related costs fromthe Conpany’s current revenue
requi renent cal cul ation. The Conpany may defer any Mai ne Yankee
fuel costs, and those will be subject to reconciliation in a
future proceeding.

5. Mai ne Yankee Deconmi ssi oni ng

Mai ne Yankee currently has in its rates about $15

mllion in decomm ssioning costs, but based on updated
information, it has estimated that it needs nore than doubl e that
anount. Its new deconm ssioning study has been filed at FERC,

and in fact, the FERC has allowed the new rates to becone
effective January 15, 1998, subject to refund while the
reasonabl eness of those rates is litigated.

Here the Staff nentions the federal suit brought
agai nst the DCE regarding its failure to adhere to its contract
to accept spent nuclear fuel, as well as the uncertainty
regarding the entire issue of deconm ssioning. Staff also
asserts that the anmobunt of decomm ssioning expense has undergone
numer ous revi sions since the case was originally filed. Finally,
Staff supports its proposal to defer and reconcile these costs
with the reasoning that the Comm ssion has recently opened an
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investigation into the prudence of M ne Yankee s actions, and
any increase to decomm ssioning expense should await the results
of that proceeding.

The Conpany argues that the increase in
decommi ssi oni ng costs should be put into retail rates now, and if
the FERC were to order a refund the Conmm ssion could issue an
accounting order that would require the Conpany to defer the
refund and eventually flow it back to ratepayers. The Conpany
notes that the suit against DOE has not ultinately been deci ded,
but only that specific performance has not been ordered and that
the court ruled that nonetary danages woul d be a sufficient
remedy, and the court allowed the suit to proceed. The Conpany
al so asserts that denial of this expense will put additional cash
flow pressures on it at a tine when cash will already be tight.

Because of the many uncertainties involved, we
find that the Conmpany’s proposal to include increnental
decomi ssioning costs in its revenue requirenment should be
rejected. Wile we understand the Conpany’s concern with its
cash flow situation, we nust also be concerned with the situation
of its ratepayers who will be providing the cash to the Conpany
inthe interim There are sinply too many unanswered questions
involving the ultinmte amount of this expense to allow us to
concl ude that an increase should be built into current rates.
Here again, the Conpany nmay defer any increased deconm ssi oni ng
costs that it incurs during the rate effective period, and seek
recovery of those costs, as well as an adjustnment on a
going-forward basis, at the tine of its 1999 annual review At
that time we will consider all of the issues concerning the
recoverability of increased decomm ssioning costs based on the
information that will be available at that tinme.

6. Mai ne Yankee Property Taxes

The Staff has proposed an adjustnent to the |evel
of property taxes to be paid by Miine Yankee in the rate year.
Staff notes a recent agreenent between the owners of the plant
and the town of Wscasset to reduce the |evel of property taxes
to be paid during the 1998/99 tax year by alnpost $.9 mllion,
which translates into a reduction of about $63,000 for BHE. The
OPA supports the Staff reconmendation, but the Conpany cl ai nms
that the Staff msinterpreted the period for which the new tax
| evel would be in effect. BHE clains that M. Jones adjusted his
amount to take into account the fact that the new tax anount
takes effect “in the second quarter of 1998.” OPA Brief at 35.
The Conpany cites OPA exhibit 38 as support for its position.

That exhibit indicates the newrates will be in effect for the
tax year running fromApril, 1998, through March, 1999, which, of
course, is the second quarter referred to by the Conpany, but is
only 1lnmonth after rates resulting fromthis proceeding are due to
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becone effective. Also, we can find no record evidence of how
M. Jones apportioned the revised and current property taxes
between tax years to arrive at his estimate. Absent that
calculation, we find the Staff’s proposed adjustnent to be
sufficiently accurate to be included as an adjustnent to the
Mai ne Yankee expenses.

E. O f-System Capacity Purchases

After the Conmpany’s acceptance in its brief of the

Staff proposal regarding the estimated price to be paid for the
New Brunsw ck capacity purchase ($1.26 million), only one issue
remains in dispute in the area of off-system capacity purchases.
The remaining itemconcerns the price to be paid for the 30 MW of
spot capacity that the Conpany estimates it will have to acquire
during the rate year. Although there is debate about whether 30
MNis too much (Staff assertion) or too little (BHE assertion),
the parties’ disagreenent essentially involves the price of the
capacity.

The Conpany clains that it will have to pay $45/ KWr,
based on the estimates of prices presented by its witness M.
Jones. Staff witness M. Gallagher exam ned some recent bids
recei ved by the Conpany and suggests that BHE can acquire the
needed capacity for about $40/KWr. The Conpany clains the Staff
is incorrectly looking at bids for a base |oad unit, when the
Conmpany will actually be purchasing di spatchabl e capacity, which
carries a higher price tag. 1In addition, BHE asserts that a base
| oad plant is usually bundled with energy, making it somewhat
difficult to determ ne what an unbundl ed rate would be. Finally,
t he Conpany asserts that changes to NEPOOL rules may require it
to carry a higher anount of capacity to neet its capability
responsibility commtnent. For all these reasons, the Conpany
recommends that the Conm ssion adopt M. Jones’ estimate for the
anount and price of spot capacity (i.e., above the 30 MN, and
al so, that the Comm ssion subject this cost to the Conpany’s
proposed true-up nmechani sm

Wil e the evidence before us is far from concl usive, we
wi Il adopt the Conpany’s position regarding the anount to be
purchased and the price to be paid for spot capacity in the rate
year, resulting in an increase over the test year of $1.018
mllion. W find the Conpany may have a slightly better
understanding of the market than the Iimted exam nation of bids
done by the other parties. W wll not adopt a reconciliation
mechani smfor this expense category, but at the Conmpany’s 1999
annual review the Conpany and any other party who wi shes to do so
may present evidence to show that BHE s of f system capacity
purchases will be significantly different in subsequent rate
effective years. This itemw |l be treated as a True-Up Factor
and therefore the $300,000 mninum for an O her Exogenous Cost
does not apply.
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F. M scel | aneous Pur chased Power Expenses

In direct and rebuttal testinony M. Jones proposed an
$800, 000 adj ustnent to account for several potential increases to
t he Conpany’ s purchased power expenses during the rate year. The
anount was based on assigned probabilities of certain changes
that the Conpany clained m ght occur, primarily with respect to
NEPOOL rules and tariffs. While M. Jones assigned probabilities
to the various expense categories, he based the amount of his
recommended adj ustnent on 1% of the Conpany’ s test year total of
fuel and purchased power expenses. At hearings, M. Jones
presented a revision to his anounts and his net hodol ogy, by
assigning specific probabilities to each of four individual
expense categories and sunm ng the probability-weighted anounts,
resulting in a recommended adjustnment of $1.235 million. The
four expense category adjustnents, their probabilities and
wei ght ed dol | ar anpbunts proposed by M. Jones are as follows: 1)
NEPOOL congestion, or anti-hoarding, tariff, 25% probability,
$.36 mllion; 2) NEPOOL Regional Network Service (RNS) Schedul e
1, 100% probability, $.268 mllion; 3) RNS Schedule 2, 100%
probability, $.296 nmillion; and 4) NEPOOL/| SO budget expenses,
100% probability, $.311 mllion. |In addition, the Conpany
proposes to make NEPOOL-rel ated capacity costs subject to true-up
in one year.

Staff and OPA both urge rejection of the Conpany’s
attenpt to include any of these costs in its revenue requirenent
cal cul ati on, because of the |arge anmount of uncertainty that
exists with each of the charges. They point out that FERC has
suspended RNS Schedul e 1 and RNS Schedul e 2 has not even been
filed yet. As for the NEPOOL/I SO budget anmounts, these have not
even been finalized at the 1SO nuch less filed at and approved
by FERC, and there remains significant uncertainty as to what the
total budget will be and howit will be apportioned anong the
participants. As for the anti-hoarding tariff, it also appears
to be only a proposed charge, and even if it does go into effect,
BHE has the ability to elimnate or mtigate it by selling its
excess reserved capacity.

For all of the reasons put forth by the Staff and the
OPA, we cannot accept the Conpany’s proposal to include $1.235
mllion in  rates when the itens are based on probability
estimtes. Conversely, there is a reasonable chance that one or
nore of these charges will be adopted by FERC and be charged to
BHE, and it seens the Conpany will have little influence over the
ultimate inposition of the charges. Therefore, we will include
in the Conpany’s revenue requirenent $300,000 to cover the likely
probability that one or both of the RNS tariffs will be inposed
and that some increase NEPOOL/I SO budget will be inplenented. W
will not allow anything for the NEPOCL anti-hoarding tariff,
because the Conpany has the ability to reduce or avoid such
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charges. Wiile we will not adopt a reconciliation nechani smfor
t he amount we allowinto rates, we wll allow evidence to be
presented at the annual review that would show that the Conpany’s
retail rates should be adjusted to recogni ze changes to the total
anount of these NEPOOL-related rates that are likely to occur in
subsequent rate-effective periods. Although we generally do not
approve of single-issue rate adjustnments, and our decision on

t hese NEPOOL-rel ated charges has sone aspects of single-issue

rat emaki ng, we believe that the prospective adjustnment at the
annual reviewis justified given the magnitude of the costs

i nvol ved and the Conpany’s relative inability to avoid the three
items that we have descri bed above. The costs are too uncertain
to be fully included at this tinme, but we find that there is a
sufficient probability that they will be inposed on the Conpany,
and we al |l ow $300,000 in rates for the attrition year, and we
all ow the possibility of adjustment at the Conpany’ s annual
review if NEPOOL-related costs will be significantly different in
subsequent rate effective years. This itemw || be treated as a
True-Up Factor and therefore the $300,000 mninum for an O her
Exogenous Cost does not apply.

V. COST OF CAPITAL

A Summary of Positions of Parties

The Conpany seeks the opportunity to earn an overal

rate of return on its rate base of 9.88% Conmpany w t ness
Strong recommends that the Conpany’s return on conmon equity
(ROE) be 13.62% This “all-in” cost of commn equity includes

a 43-basi s-point adjustnent for flotation costs.

Staff recommends an overall rate of return of 9.60%for
t he Conpany. Staff w tness Kivela recommends that the Conpany’s
RCE be 12.75% which is the mdpoint of a range of 11.65%to
13. 75% This “all-in” cost of equity includes a 25-basis-point
(or 3.7% increnmental adjustnment for flotation or issuance
expenses.

Public Advocate w tness Tal bot reconmrends an overal
rate of return of 9.35% (using the Staff’s capital structure) and
a cost of conmon equity of 11.8%

B. Backgr ound on the Cost of Capital

One of the steps necessary to determ ne the Conpany's
overall revenue requirenent is to determne a rate of return
(ROR) that is applied to the Conpany's total rate base. Wile
the allowed rate of return is generally referred to as the cost
of capital, there is a distinction between the two concepts.
Strictly speaking, the cost of capital is equal to the weighted
average cost of the utility's capital (WACC). The WACC i s equal
to the sumof the costs of the conponents of the Conpany’s
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capital structure, after each conponent is weighted by its
respective proportion to the utility’ s total capitalization.

Judgnent needs to be applied in arriving at the cost
for each of the conponents of the capital structure. 1In
particular, judgnent is required to devel op a forward-1|ooking
estimate of the cost of comon equity. Qur analysis of the cost
of capital, especially with respect to the cost of common equity,
sonetinmes inplies a degree of precision that is not really
present. Neverthel ess, we nust set an exact cost rate for each
of the components and for the overall cost of capital to the
utility.

The allowed rate of return which is actually nultiplied
by the rate base may contain adjustnments to the cost of capital
that reflect managenent efficiency or other considerations
related to the bal ancing of ratepayer and utility interests. The
overall rate of return nust strike a bal ance between the
interests of ratepayers, who are entitled to the | owest
reasonabl e cost of service, and the utility, which is entitled to
a rate of return that allows it to attract capital on a

r easonabl e basi s.

This relationship between the cost of capital and the
utility's fair rate of return has been established by several
famliar United States Suprene Court decisions. Bluefield Water
Works and Improvement Company v. Public Service Commission of
West Virginia, 282 U. S. 679 (1923); Federal Power Commission V.
Hope Natural Gas Company, 320 U.S. 591 (1944); and Permian Basin
Area Rate Case, 390 U. S. 747 (1968). The Hope and Bluefield
cases collectively establish the general principles that the
return to common equity owners should be comensurate with the
returns on other investnents having corresponding risks and
shoul d be sufficient to ensure confidence in the financial
integrity of the enterprise in order to maintain its credit and
its ability to attract capital. 1In Perm an Basin, the Court
tenpered the strict reliance on the returns paid to investors
wi th acknow edgenent that conm ssions nust consider the "broad
public interest” when nmaking decisions on rate of return. 1d. at
791.

The Maine Law Court has also required that the

Comm ssi on consider the interests of ratepayers when setting the
rate of return. Ratepayers' interests nust be given substantial
weight in the final determnation of a utility's allowed rate of
return. New England Telephone and Telegraph Company v. Public
utilities Commission, 390 A.2d 8, 30-31 (Me. 1978). In prior
cases, for exanple, we have made cost-of-equity adjustnents to
account for utility inefficiency. W have generally used such
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adj ust mrents when the effect of the inefficient behavior results
frominaction rather than action. See e.g., Bangor
Hydro-Electric Company, Docket No. 86-242, slip op. at 17-50 (Me.
P.U C, Dec. 22, 1987) (25 basis point reduction on equity
because of managenent inefficiency in the credit and collection
and conservation and denand-si de nmanagenent areas).

In this case, we have been presented with no evi dence
that would lead us to adjust the cost of capital for any of these
types of concerns. Thus, we can and will use the ternms "cost of
capital™ and "rate of return” interchangeably.

C. Cost of Commpn Equity

1. Dr. Strong’s Anal ysis

Dr. Strong’ s recommendation of a 13.62% ROE for
BHE was based on his subjective weighting of three nethodol ogi es:
(1) a 13.25% ROE estimte based on a historical risk prem um
approach; (2) a 13.12% RCE estimate based on a peer group
(Northeast Uilities and Central Mai ne Power Conpany) discounted
cash flow (DCF) analysis; and (3) a 11.92% RCE estinate based on
a BHE-specific capital asset pricing nodel (CAPM analysis, which
used historical inputs. On rebuttal, Dr. Strong gave a greater
wei ghting to his historical risk prem um and peer group DCF
results; in his direct testinony he had equal |l y-wei ghted his
t hree net hodol ogies. Table 1 sunmarizes the recommendati ons that
Dr. Strong supported during the rebuttal phase of this case.

Dr. Strong then made a flotation cost adjustnent
of 43 basis points and an upward “subjective adjustnment” of 26
basis points, which resulted in his 13.62% ROE reconmnendati on



Corrected Order - 39 - Docket No. 97-116

Table 1: Summary of Dr. Strong’s Recommendations

Met hodol ogy Resul t Wi ght Wei ght ed
Aver age
Hi storical risk premum|13.25% 40. 00% 5. 30%
NU/ CTP DCF Mbdel 13.12% 40. 00% 5.25%
CAPM w Beta of .8 11.92% 20. 00% 2.38%
Wi ght ed Average ROE 100. 00% 12.93%
Fl ot ati on Adj ust nment 0.43%
Subj ecti ve Adj ust nent 0. 26%
All-1n Total RCE 13. 62%

Sour ce: Exhibit RKSUR-13.

2. M. Talbot’s Analysis

Publ i c Advocate wi tness Tal bot’s RCE
recomendation of 11.8%is based on four separate DCF anal yses
(two variations on two peer groups) and he checked his results
with a CAPM anal ysis using the average beta fromthe sane two
peer groups as a proxy for BHE's beta. M. Tal bot deened one of
hi s peer groups to be “nore-conparable” and one to be “l ess-
conpar abl e.” Assum ng that BHE was nore risky than the
“nor e- conpar abl e” group, M. Tal bot extrapol ated a 65 basis point
premumto the top of the DCF result derived for the
nor e- conpar abl e group to calculate an 11.85% ROE, as shown on
Tabl e 2, which he then rounded to 11.80% M. Talbot’'s “all-in”
cost of equity recommendation of 11.80% i ncludes a flotation cost
adj ustnent of 5.6% or 35 to 40 basis points, based on the
Comm ssion’s nost recent rate case (Docket No. 93-062) involving
BHE.
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Table 2: Summary of Mr. Talbot’s DCF Recommendation

H gh Low “Best”

Esti mat e Esti mat e Esti mat e
Less- Conpar abl e G oup 10. 77% 10. 29% 10. 53%
Extrapol ati on factor 0. 66%
Mor e- Conpar abl e G oup 11. 85% 10. 53% 11.19%
Extrapol ati on factor 0. 66%
Recomended RCE 11. 85%

Source: Talbot Dir. Test. at 4-5.

3. M. Kivela's Analysis

Comm ssion Staff w tness Kivela' s recomended ROE
of 12.75%is based primarily on his DCF peer group anal yses; he
used his CAPMresults as a “check” on his DCF analysis. M.

Ki vel a devel oped a peer group with eight conpanies, which he then
used in his DCF and CAPM anal yses. Based on his various

met hodol ogi es, which are summari zed on Tables 3 and 4, M. Kivela
devel oped an ROE range of 11.35%to 13.74% w th a m dpoint of
12.54% M. Kivela then adjusted the lower end of this range to
11.65% which was his recommended RCE in Phase Il of the BHE

Al ternative Marketing Plan (AMP) case (Docket No. 94-125). Thus,
his adjusted ROE range is 11.65%to 13.74% wth a m dpoint of
12.69% which M. Kivela then rounded to 12. 75% to develop his
overal |l RCE recommendati on.

This nunber was then rounded to produce M. Tal bot’s
recomrended RCE of 11.80%
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Table 3: Summary of Mr. Kivela’s DCF Analysis

Low M dpoi nt Hi gh
Esti mat e Esti mat e Esti mat e
Annual DCF Results 10. 04% 11. 10% 12. 16%
Fl ot ati on Cost 00. 25% 00. 25% 00. 25%
Adj ust nent
Al -1 n Annual DCF 10. 29% 11. 35% 12. 41%
Resul ts
Quarterly DCF Results 10. 23% 11. 35% 12. 48%
Fl ot ati on Cost 00. 25% 00. 25% 00. 25%
Adj ust nent
All-In Quarterly DCF 10. 48% 11. 60% 12. 73%
Resul ts

Source: Kivela Exhibit RKSUR-1

M. Kivela s overal

of 12.75% i s about equal

t hese conpani es exhi bited a somewhat

t han BHE.

cost of equity recommendation
to M. Kivela’s “high end” quarterly DCF
estimate. M. Kivela believes that his use of the high end of

his peer group DCF range is appropriate because,
conpanies in his peer group were statistically simlar to BHE

| ower total

al t hough the

risk profile

Table 4: Summary of Mr. Kivela’s CAPM Analysis

Low M dpoi nt Hi gh

Esti mat e Esti mat e Esti mat e
Current CAPM Results 11. 78% 12. 79% 13. 79%
Hi storical CAPM Results | 11.41% 12. 29% 13. 18%
M dpoi nt CAPM Resul ts 11. 60% 12. 54% 13.49%
Fl ot ati on Cost 00. 25% 00. 25% 00. 25%
Adj ust nent
All-1n CAPM Resul ts 11. 85% 12. 79% 13. 74%

Sour ce: Ki vel a Exhi bit RKSUR 1.
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M. Kivela used the results of his CAPM anal yses
as a “check” on the reasonabl eness of his DCF results. M.
Kivel a al so conpared his “all-in” cost of equity recomrendation
of 12.75%wi th the allowed returns authorized in other
jurisdictions.

4. Conpar abl e Sanpl e Anal ysi s

a. Evi dence

Conmpany witness Strong devel oped a si x-
conpany peer group sanple, which he then reduced to a two-conpany
sanple. The two conpanies that Dr. Strong believes are nost
conparable to BHE i nclude Central M ne Power Conpany (CWP) and
Northeast Utilities (NU)

Dr. Strong began by considering the 35
electric utilities that are included in the Electric UWility
(East) industry covered by the Value Line Investnent Survey.

He then perfornmed a “cluster analysis” using five variables: (1)
3-year average of cash flow per share to average share price; (2)
3-year average equity ratio; (3) 3-year average earned ROE, (4)
3-year average pricel/earnings ratio; and (5) 3-year average

di vi dend vyi el d. Dr. Strong found that BHE possesses a “nearly
uni que set of these financial characteristics” and that BHE i s
“nore simlar to CTP [CWP] and NU than to the other four firns in
t he sanple.”

Public Advocate wi tness Tal bot states that
Dr. Strong has used a nunber of “ad hoc procedures” that have
limted reliability. M. Tal bot states that Dr. Strong’ s heavy
reliance on DCF anal ysis of Central M ne Power Conpany and
Northeast Utilities can produce unreliable results because of the
| ack of statistical reliability and the danger of meking ad hoc
adj ust nent s. Tal bot notes that Northeast Utilities has now
elimnated its dividend.

Staff witness Kivela raised two concerns
about Dr. Strong’s conparable sanple. First, M. Kivela was
concerned about the small size of Dr. Strong s peer group
Second, M. Kivela believes that Dr. Strong should not have used
Nort heast Utilities, which has elimnated its dividend, in his
peer group. Dr. Strong s “spot” dividend yield nmeasurenent for
NU was taken on April 11, which was after NU had suspended its
di vidend (on March 25, 1997).

Publ i c Advocate wi tness Tal bot applied his
DCF nethod to two groups of conpanies, a group of four “nore-
conpar abl e” conpani es and a group of six “less-conparable”
conpani es. M . Tal bot began by considering the 90 electric
utilities that are included in the Electric Uility (East)
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|ndustry covered by the Value Line |Investnent Survey. M.

Tal bot’ s selection criteria included: (1) the utility s 1996
common equity ratio nmust be at or below 40% (2) the beta of the
utility' s stock nust be at least 0.70; and (3) the utility’s

Val ue Line safety ranking nust be bel ow average. The four
utilities that neet all three of these criteria are included in
M. Tal bot’s “nore-conparabl e’ sanple. The six comnpani es that
nmeet two out of three of M. Talbot’s criteria are included in
his “l ess- conparable” sanple. M. Talbot stated that the
conpanies in his “nore-conparable” group are not as risky as BHE
whi ch pronpted himto devel op his “extrapol ati on” approach.

Conmpany witness Strong disputes M. Tal bot’s
classification of compani es as “nore-conparable” and “| ess-

conparable.” Dr. Strong argues that a nore reasonabl e
segnentation of his ten-conpany peer group would be to classify
CMS Energy, United Illum nating, and Eastern Uilities as nore

conpar abl e, and the remai ni ng seven as | ess conparabl e, which
would result in an all-in ROE of 14.13%if M. Tal bot’s
extrapol ati on net hodol ogy is used with these revi sed peer groups.

In determ ning his cost of equity
recommendation, Staff witness Kivela relied primarily on the DCF
nodel , which he applied to a sanple of conpanies that have a
somewhat | ower total risk profile than BHE. Kivela Dir. Test. at
16. M. Kivela used six risk nmeasures (devel oped using
hi storical data for 1994-1996) in his peer group analysis, which
i ncl uded neasures of business and financial risk. M. Kivela
measures of risk include: (1) 3-year average cash flowto capita
expenditures ratio; (2) 3-year average interest coverage ratio;
(3) 3- year average conmon equity ratio; (4) 3-year average
residential revenues to total electric revenues ratio; (5) 3-
year average electric revenues to total revenues ratio; and (6)
3-year average operating incone ratio. M. Kivela used a
“cluster analysis to identify the 12 conpanies (out of a data
base of 92 conpani es) that he believed were nost conparable to
BHE.

M. Kivela then renoved four conpanies from
t hat sanpl e because these conpanies were involved in nerger
activities (Atlantic Energy Corporation and Al |l egheny Power
Systen) or they are not currently paying a dividend (N agara
Mohawk Power Conpany and Northeast Utilities). M. Kivela
found that BHE s overall risk profile ranked “anong the highest
(or nmost risky)” conpared to his peer group sanpl e.

Conmpany witness Strong disputes M. Kivela's
use of his peer group sanple by arguing that BHE is riskier than
M. Kivela s sanple and argues that M. Kivela’ s error is that he
fails to consider the conbined inpact of the six factors he
i dentifies. Dr. Strong also argues that BHE s current BB- bond
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rating for its senior debt, as conmunicated in a private letter
ruling by Standard & Poor’s, suggests that BHE is riskier than

M. Kivela' s sanple. The utilities in M. Kivela s sanple have
better bond ratings than BHE and only one utility in the sanple
has a bond rating that is bel ow i nvest nent grade.

b. Anal ysi s

W will begin our analysis of the various
W t nesses’ peer group sanples by stating our overall perspective
on the use of peer groups in a cost of capital analysis. W
bel i eve that peer group analysis perforns a very inportant role

in a cost of capital analysis, especially when -- as here -- the
DCF nodel and CAPM cannot be directly applied to the subject
utility. In this case, peer group sanples performa particularly

important role for two reasons. First, BHE has elimnated its
common di vidend and therefore the standard DCF nodel cannot be
applied directly to the Conpany. Second, reliable estimtes of
beta are difficult to devel op for BHE because few financi al

anal ysts follow BHE (e.g., BHE is not even foll owed by Val ue

Li ne, which follows about 1,700 conpanies) and if we were to

cal cul ate BHE' s beta based on historical data we woul d cal cul ate
a negative beta (because BHE s stock price has gone down in
recent years while the “market” has gone up), which is a
counterintuitive result.

As a general principle, we believe that a
peer group shoul d include enough conpanies to ensure that the
results of the cost of capital analysis are not unduly influenced
by any one “outlier” but should not be so large as to dilute
conparability in risk to the subject utility. Wile the nunber
of conpanies will vary based on the industry and the facts of a
particul ar case, as a general matter an appropriate sanple woul d
likely include 5-12 peer group conpanies.

There are a nunber of ways to select a peer
group sanple. As a general matter, we believe that an
appropriate selection process should consider a | arge nunber of
potential candi dates for the peer group sanple and then should
sel ect the sanple based on systematic and objective criteria that
properly identifies conpanies that are nost conparable to the
subj ect conpany in ternms of risk (and therefore in terns of
required return).

Dr. Strong began his anal ysis by considering
mar ket -traded electric utilities in the eastern region of the
U.S. that are followed by Value Line. 1In doing so, he failed to
consider nore than 55 utilities in the U S., sone of whom nay be
nore conparable to BHE in terns of risk than the conpani es that
he identified. After identifying a six-conpany sanple and
perform ng a DCF analysis, Dr. Strong chose to focus on two
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conpanies in his sanple, Northeast Uilities (NU) and Central

Mai ne Power Conpany. Dr. Strong chose to focus on Northeast
Utilities when he perforned his cost of capital analysis even

t hough NU had elimnated its dividend several weeks previously
(March 25, 1997); on cross-exam nation he agreed that the use of
NU woul d present probl ens. Because NU has elimnated its

di vidend, we believe that Dr. Strong’s DCF results for NU are not
useful. That brings us to CMP. we agree that CVMP is likely to be
conparable to BHE in many respects but we are reluctant to give
too nuch weight to the results of any one utility. W wll give
little weight to Dr. Strong’s conparabl e sanpl e conpani es as we
consi der the appropriate cost of capital for BHE further bel ow

M. Tal bot began with a | arge group of
conpani es, and used appropriate neasures of risk to select a peer
group sanple. Because only four conpani es passed his “risk
screens,” M. Tal bot devel oped an additional group of 6 conpanies
t hat passed two out of three of his risk screens. Qur primary
concern with M. Tal bot’s nethodol ogy is the subjectivity
i nvol ved in devel opi ng nore “nore-conparable” and “| ess-
conpar abl e” sanpl es.

We appreciate that a consi derabl e anount of
judgnment is involved is required to devel op a “conparabl e
sanple,” especially when, as here, all of the cost of capital
wi t nesses acknow edge that BHE is riskier than its peer group
sanple. W are reluctant, however, to conpound the judgnent
requi red by devel oping two peer group sanples, followed by a
j udgnment about the appropriate risk prem um between the |ess-
conpar abl e and the nore-conparabl e sanpl es, and then an
addi ti onal judgnent about the appropriate risk prem um between
t he “nore-conparabl e” sanple and BHE. W are reluctant to give
very nmuch weight to this approach because this methodol ogy is
overly vul nerable to argunents that conpani es should be shifted
bet ween the nore-conparabl e and | ess-conparabl e group, which
woul d result in an increase or decrease to M. Talbot’s
recomrendati on of 11.80%

Staff witness Kivela s sanple of BHE s peers
provi des a sound basis for identifying BHE's cost of equity. W
recogni ze that the use of historical financial and operating
ratios for a 3-year period (1994-1996) is an inperfect
nmet hodol ogy for identifying conpanies that are conparable in risk
to BHE at the present tinme. Because BHE s business and financi al
risk is affected by a nunber of unique factors, such as the
si zabl e U trapower buyout, Mai ne Yankee' s operating problens
(which led to its recent closure), its limted financial
flexibility in recent nonths, and other factors, the selection of
a sanple of peer group conpanies will necessarily be difficult
and will require the exercise of sound judgnent.
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Gven the limtations and uncertainties of
forecast data and the possibility that financial and operating
ratios for a shorter tine period may reflect short-term
aberrations rather than fundanental changes in business and
financial risk, we believe that the 3-year period used by M.

Ki vel a properly bal ances these considerations. W also believe
that the risk measures M. Kivela uses were appropriate and that
M. Kivela s “cluster analysis” methodol ogy is appropriate.

We note that while M. Kivela did not
explicitly include bond rating as a risk neasure in his cluster
anal ysis, the neasures of business and financial risk that he
used include financial and operating ratios that are commonly
used by credit analysts (e.g., common equity ratio and cash
fl ow capital expenditures ratio). The fact that all but one of
t he peer conpani es have a bond rating of BBB- or |ower suggests
to us that M. Kivela' s peer conpani es have | ower | evels of
busi ness and financial risk than BHE;, M. Kivela has acknow edged
that BHE is riskier than his peer group sanple. W w !l consider
BHE s rel ative riskiness further when we determ ne our estinmate
of BHE s cost of equity capital bel ow

We are somewhat concerned about the inclusion
of Central & South West Corporation in Staff witness Kivela' s
peer group. Central & South West is rated A- by Standard and
Poor’s, while the other conpani es have a bond rating bel ow BBB+
This conmpany’s A- bond rating suggests a perceived | ower |evel of
busi ness and financial risk by S&P; if the market al so perceives
that Central & South West has |ower risk, the inclusion of this
conpany in the peer group could provide a dowmmward bias to M.
Kivela’s cost of equity data.

More generally, we note that M. Kivela
dropped two conpanies fromhis peer sanple because they had
announced nergers. W note further that Central & South West has
recently announced its intent to nerge with American Electric
Power Conpany; while this announcenent was nmade after the record
in this case closed, it is conceivable that Central & South
West’s stock price was higher than it otherw se woul d have been
when M. Kivela perfornmed his cost of equity anal ysis because of
its potential value as a nerger candi date, which would be an
addi ti onal source of downward bias in a DCF anal ysis. Because
the i ssues concerning the inclusion of Central South West are
quite specul ative, we will not delete Central & South West from
M. Kivela s sanple.
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5. Di scount ed Cash Fl ow Mbde

a. Evi dence

Conmpany wi tness Strong used the standard form
of the DCF nodel with an average stock price (the average of the
high and | ow prices occurring anytime during the year), and a
growh rate that was cal culated using the “b tines r” nethod
using five-year average retention ratio (i.e., 1 |ess the payout
ratio) and five-year average earned RCE to devel op an esti mated
sustai nabl e dividend growth rate.® In addition, Dr. Strong
calculated DCF results for two of his peer group conpanies, NU
and CWP, using current (as of April 11, 1997) stock prices.

Public Advocate wi tness Tal bot used the
standard DCF nodel with two sets of inputs to develop his DCF
results. The first set of inputs use the current dividend yield
(using spot stock prices) and the |l ower of the nmean and nedi an
| ong-term earnings forecasts reported by Institutional Brokers
Estinmate System (I1/B/E/S). The second set of inputs use a
hi storical dividend yield (using the average of the highest and
| onest stock prices over the past 12-nmonth period) and the higher
of the mean and nedi an |ong-term forecasts reported by |1/B/E/ S.

Staff witness Kivela relied primarily on a
DCF anal ysis of the cost of common equity of his peer group
sanple to estinmate the cost of equity of BHEE M. Kivela
testified that the quarterly “core” DCF cost of conmmon equity of
his peer group ranges from about 9.75%to about 12.48% wth a
m dpoi nt cost of comon equity of 11.11% Using an annual DCF
nodel , the peer group’s DCF cost of equity ranges from9.60%to
12.16% wth a mdpoint of 10.88%

No party disputed either the specification of
M. Kivela s annual and quarterly DCF nodels or the inputs into
t hose nodels. As explained by M. Kivela, the DCF nodel requires
a current share price, a current dividend, and an expected growth
rate. For his peer group sanple, M. Kivela used a 20-day
average of recent stock prices (June 26, 1997 to July 24, 1997),
the current indicated dividend (fromthe S& Stock Guide) and the
five-year earnings growmh rate (as found in the July 17, 1997
edition of the I/B/E/S Report and the July 1997 S&P Earnings
Guide).

b. Anal ysi s

We find that M. Kivela DCF anal ysis provides
a sound basis for determining BHE's cost of comopn equity. W

8A 10-year average retention ratio and earned ROCE were used
for CWVP.
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wWill rely primarily on the results of M. Kivela s DCF anal ysis
in determning the cost of equity below W wll give little
weight to Dr. Strong’s DCF anal ysis because of our concerns about
Dr. Strong peer group, which we discussed previously. W also
note that we generally prefer to use a forward-|ooking growth
rate in a DCF anal ysis rather than using historical growth rates
as a proxy for the forward-|ooking growh rate because the
electric utility industry is rapidly changing froma
conprehensively regulated industry to a nore conpetitive industry
structure. As a result, historical growh rates nmay not be

i ndicative of future growh rate performance. This is an
additional reason to give little weight to Dr. Strong’ s DCF
results.

Wiile M. Talbot’s DCF nodel and his inputs
into that nodel are generally reasonable, we will not give
significant weight to his nodel because of our concerns about his
two peer group sanples and his “extrapol ati on” met hod, which he
used to determ ne the appropriate cost of equity for BHE

The DCF nodel (and the inputs into that
nodel ) used by M. Kivela are famliar to us. Because we have
relied on simlar approaches in the past, and because the
nmet hodol ogy and inputs M. Kivela devel oped are | argely
undi sputed, we find little reason to extensively analyze M.
Kivela’s DCF analysis in this order. W wll continue to rely
nost heavily on the DCF nodel in determ ning the appropriate cost
of conmmon equity for BHE

We agree with the cost of capital w tnesses
in this proceeding that BHE is riskier than the various peer
group sanples and therefore has a higher required ROE. W will
eval uate this issue when we determ ne BHE s cost of common equity
bel ow.

6. Capital Asset Pricing Mdel and O her Models

a. Evi dence

Dr. Strong relied primarily (80 percent) on
the results of his CAPM (40 percent) and historical risk prem um
(40 percent) methods in devel oping his cost of equity
recommendati on for BHE. To devel op his CAPM recomrendati on of
11.92% Dr. Strong used a beta of 0.80, a “risk-free” rate of
5.2% based on U. S. Treasury Bills, and an equity/debt “risk
prem uni of 8.4% M. Kivela disagrees with Dr. Strong’' s
assertion that it is nore appropriate to use U S. Treasury bills
in a CAPM anal ysi s because of the “reinvestnent risk” associ ated
with short-termsecurities.
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To devel op his historical risk prem um net hod
of 13.25% Dr. Strong used a bond yield of 9.50% for BHE and then
argues that BHE s equity should have a prem um of 3.75% over that

bond vyi el d. Dr. Strong argues that for a typical electric
utility with a beta of about 0.7, the risk prem um has been shown
to be about 3.00%to 4.00% M. Talbot criticizes Dr. Strong’' s

sel ection of 13.25% rather than a range of 12.50%to 13.50% M.
Tal bot argues that Dr. Strong has overestimated BHE s histori cal
ri sk premiumby going to the higher end of that range.® M.

Ki vel a reconmended that the Comm ssion give little weight to Dr.
Strong’s historical risk prem um nmethod because the size of the
equity risk premumvaries over tine with the relative |evel of
interest rates and other factors and therefore it is difficult to
apply the historical risk prem um approach in current periods.
M. Kivela also argued that Dr. Strong should have estimted an
equity risk premumover U S. Treasury securities rather than
BHE s cor porate bonds.

M. Tal bot perfornmed a CAPM anal ysis as a
“check” on his DCF results and relied on both nethods in
devel oping his cost of equity reconmmendations. M. Tal bot used a
beta estinmate of 0.73 based on Value Line data for his two peer
group sanples; “risk-free” rates of 5.13% and 6.47%for U. S.

Treasury bill and bond rates, respectively, as reported in the
New York Tinmes on August 6, 1997; and an equity/debt “risk
prem uni of 8.9%and 7.3% for Treasury bill and bond rates,

respectively, using estimates of long-term historical risk

prem uns reported by | bbotson Associates for |arge-conpany
stocks. Based on these inputs, M. Tal bot devel oped an estinate
of 11.63% using Treasury Bills and 11.80% usi ng Treasury Bonds,
whi ch produced an average CAPM estinmate of 11.71%

M. Kivela uses the CAPM as a “check” on his
DCF nodels. M. Kivela found that the CAPM “core” cost of equity
of his peer group sanple ranges from 11.60%to about 13.49% wth
a mdpoint of 12.54% Inputs into the CAPM i ncl ude:

(1) Estinmate of the risk free rate. M.
Kivel a used two estimates. First, he used the 5.21%yvyield on
three-nonth U. S. Treasury Bills. Second, he used the 6.52%yield
on 30-year Treasury Bonds.

(2) Estinmate of the return on the market
portfolio. M. Kivela used two approaches to estimate the return
on the market portfolio. First, M. Kivela conducted a DCF
analysis on the firns in the S& 500 Stock Index. The
wei ght ed- average DCF cost of equity of the 424 firnms that had

M. Talbot’s nunbers were adjusted to reflect the changes
Dr. Strong nade to his historical risk prem umrecomrendation
during the rebuttal phase of the case.
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adequat e data avail able was 14.60% Second, M. Kivela used the
sanme historical data, collected by |Ibbottson Associates, as M.
Tal bot . 1°

(3) Estinmate of the firms systematic risk
or beta. M. Kivela used beta estimtes, as published by Val ue
Line, for the firms in his peer group. The published beta
estimates ranged fromO0.70 to 0.90, with a mdpoint of 0.80.

Dr. Strong argues that, theoretically, the
only relevant beta is a forward-|ooking beta estinate and t hat
the statistical significance of the beta estimates is inportant.
Strong Reb. Test. at 2-3. The Public Advocate disputes M.
Kivela s inclusion of Unicomin his peer group sanple.

b. Anal ysi s

We find that the CAPMresults provide a
useful check on the DCF analysis. The theoretical weaknesses of
t he CAPM however, cause us to rely nore heavily on the DCF
anal ysis in our decision nmaking. CAPMis famliar to us and thus
we need not discuss the basic structure of the nodel in this
or der.

W will not rely on Dr. Strong’s CAPM
analysis. Wile we are satisfied that Dr. Strong’s 0.80 beta
estimate is reasonable, we will not rely on Dr. Strong’s
estimates of the risk-free rate and the appropriate risk prem um
Wth respect to the risk-free rate we are concerned that U S.
Treasury Bills have a duration that is nuch shorter than that of
equity securities and therefore may not be an appropriate proxy
for the risk-free rate in a CAPM anal ysis; we prefer to use both
U.S. Treasury Bills and Bonds when we consider the appropriate
risk-free rate. Wth respect to the appropriate risk prem um we
are concerned with Dr. Strong’s use of only historical risk
prem um data. The heavy reliance on historical risk prem um data
is also our primary concern with M. Tal bot’s anal ysi s.

W will give no weight to Dr. Strong’ s risk
prem um anal ysi s because we are concerned about the subjectivity
i nherent to developing his 3.75%risk premum This prem um was
based on a 3% to 4% “rule of thumb.” W believe that equity risk
prem uns vary over tinme depending on interest rates and economc
conditions and Dr. Strong failed to give us nore than a very
general analysis of the cost of equity for BHE based on the
equity risk prem um net hod.

“There are small differences between M. Tal bot’s and M.
Kivela s I bbottson estimates, which appear to be due to
di fferences in rounding.
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W will use M. Kivela s CAPM nodel and his
inputs into that nodel as a check on the DCF nodel. We will
adopt M. Kivela’s 0.8 beta, which is based on 5 years of
hi storical data as reported by Value Line. That period is |ong
enough to snooth out short-term aberrations while al so being
short enough to be reasonably reflective of future conditions.
Wiile a nore forward | ooki ng beta estimate woul d be desirable
froma theoretical perspective, we recognize that it is difficult
to devel op one in practi ce.

W will adopt M. Kivela’'s risk-free rates
based on U.S. Treasury Bills and Bonds; by using an estimate with
a very short duration and an estimate with a very |ong duration,
we can get a better sense of the appropriate risk-free rate in a
CAPM anal ysi s.

W find that M. Kivela’s historical risk
prem um data and a forward-|ooking estimate of the risk prem um
(using a DCF of the S&P 500) is appropriate. Because we
generally prefer to use forward-|ooking estimtes where possi bl e,

we Wil rely nore heavily on M. Kivela' s 12. 79% CAPM resul t,
using a “current” risk premum. W wll give |less wight to M.
Kivela’s “historical” CAPMresults.

7. | ssuance Costs

a. Evi dence

Dr. Strong reconmends a 43 basis point
adjustnment to the “core” cost of equity to reflect flotation
costs M. Kivela believes that Dr. Strong’s 43 basis point
(5.09% recommendation is outdated and is also too large. M.
Tal bot also relied on outdated estinmates of flotation costs.

Staff witness Kivela recomends a 3.70%
adj ust ment for issuance expenses, which amounts to a 25 basis
poi nt upward adjustnment to his core RCE range of 11.40%to
13.49% with a mdpoint of about 12.75% M. Kivela's “all-in”
cost of equity recomrendation is 12.75% which is the m dpoint of
a range of 11.65%to 13.74%

M. Kivela s 3.70% i ssuance costs
recomrendation is based on M. Kivela’ s review of recent issuance
costs for eight electric utilities. Wth data for these eight
electric utilities, M. Kivela devel oped a range of 2.74%to
3.69% with a mdpoint of 3.22% M. Kivela rounded the upper end
of that range to 3.70% and then relied upon the higher end of the
range for his issuance costs recommendation. M. Kivela
recogni zed that BHE s issuance costs would |ikely be higher than
his “issuance cost” peer sanple because BHE s equity issuances
woul d be smal |l er than the peer sanple and sone issuance expenses
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are fixed. Then he used a formula to calculate a 25 basis point
i ssuance expense “adder,” assuming a cost of equity of 12.75%

b. Anal ysi s

| ssuance (or flotation) costs are the costs
that are associated with raising equity capital. W continue to
bel i eve that reasonabl e i ssuance costs should be recovered from
rat epayers. M. Kivela s 3.70% i ssuance cost estimate (or 25
basi s points) was based on a sanple of five electric utilities
that rai sed new cormon equity between May 1994 and Novenber 1996.
W will adopt M. Kivela s 3.70% i ssuance cost estimte because
we continue to believe that issuance costs should be recovered
fromratepayers and because this is the nost tinmely and useful
estimate that is before us.

8. The Cost of Equity Capital for BHE

Al three of the cost of capital witnesses in this
proceedi ng agree that BHE is one of the nost risky electric
utilities inthe U S at the present tinme, but they disagree
about the appropriate cost of equity for the Conpany. The cost
of equity estinmates range from 11.80% (Public Advocate) to 13.62%
(Conpany). M. Kivela devel oped a cost of equity range including
i ssuance costs) of 11.65%to 13.74% wth a recommended m dpoi nt
of 12.75%

We believe, generally, that BHE s cost of conmon
equity is within M. Kivela’s range. W wll adopt M. Kivela's
recommended m dpoi nt of 12.75% because it is based on appropriate
cost of capital nethodol ogies and properly reflects BHE s ri sk.
As discussed in earlier sections of this Order, we are generally
confortable with M. Kivela' s nethodol ogy and i nputs used in
devel opi ng his DCF and CAPM cost of equity estinmates. W agree
with M. Kivela that the DCF peer group should be relied upon
nost heavily in formng a judgnment on the cost of equity.

We believe that BHE is riskier than M. Kivela's
peer group but we believe this increased risk is appropriately
addressed by using a 12.75% cost of equity (including issuance
costs), which is consistent with the higher end of M. Kivela' s
DCF results and is al so consistent with the m dpoint of his CAPM
results (using a forward-1|ooking estimate of the return on the
mar ket portfolio).

BHE has operated in a difficult risk environnent
for a nunber of years. Relevant risk factors include: (1) a
relatively weak econony in its service territory; (2) substanti al
pur chased power conmitnents (al beit noderated by the recent
buyout of its U trapower contract, which, however, has increased
its financial |everage significantly); (3) increasing power costs
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as a result of the recent closure of Miine Yankee; and (4) its
elimnation of its comon dividend. At the present tine, BHE has
a high degree of financial |everage (as evidenced by an conmon
equity ratio of about 27% and very little financial flexibility,
whi ch severely limts BHE' s ability to raise additional debt or
equity capital at a reasonable cost.

It m ght be possible to argue that we should go to
the higher end of M. Kivela' s cost of equity range to adequately
reflect the risks that we recognize that BHE is facing. W
bel i eve, however, that we have adequately recogni zed these risks
by adopting M. Kivela s 12. 75% cost of conmmon equity. In
addi tion, we recogni ze the heavy burden that the Conpany’s rate

increase will inpose on residential, commercial and industrial
custonmers in BHE' s service area. This is an additional reason to
adopt a 12.75% “all-in” cost of common equity to be used in

calculating the allowed overall rate of return for the Conpany.

Based upon our consideration of the evidence on
the cost of equity we will adopt a cost of equity, including
i ssuance costs, of 12.75% W find M. Kivela s analysis to be
very hel pful in making this decision. As discussed earlier, we
are confortable with M. Kivela' s nethodol ogy and i nputs used in
devel opi ng his DCF and CAPM cost of equity estinmates. W agree
with M. Kivela that the DCF peer group should be relied upon
nost heavily in formng a judgnment on the cost of equity.

D. Overall Cost of Capital

The cost of capital is established by deciding the
appropriate proportion of each conponent of the capital structure
and by determ ning an appropriate cost rate for each of the
conponent parts. The weighted average sum of the conponents
equal s the overall cost of capital.

Wth one exception, the Advocacy Staff has agreed to
use the capital structure proposed by the Conpany. The proposed
capital structure is an average capital structure for the rate
effective year. Wtnesses for the Conpany and the Staff agree
that Exhibit PR-1-1 should be corrected to reflect a cost of
U traPower debt of 9.13%

The Conpany and Staff di sagree on how t he Conpany’s
potential transaction with Penobscot Energy Recovery Conpany
(PERC) shoul d be financed. The Conpany anticipates issuing debt
with a cost rate of 11.35% as part of the PERC transaction. The
Staff argues that that financing cost is unreasonable and that
they should rely on the $6.00 m|lion BankBoston PERC “bri dge
fi nancing, which would be available if they close the financing
transaction that uses the Conpany’ s power sales contract with
UNITIL as collateral for a long-term|oan (Docket No. 97-839).
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The Conpany argues that the Conpany will have extrenely tight
cash flows during the summer of 1998 and that the Conpany’s best
avai |l abl e opportunity to alleviate its cash flowdifficulties is
to conplete the permanent $6.00 million financing. W agree.
While 11.35%is a high cost of debt, and we expect the Conpany to
mnimze its cost of debt, we believe that this is a reasonable
rate to pay for unsecured (e.g., “junk bond”) debt and we have
incorporated a $6.00 million bond issue at 11.35% on Table 4

bel ow.

Table 4: Overall Cost of Capital

Wei ght ed
% of Tot al Aver age Cost
Capi t al Cost of Capital
Long- Ter m Debt 33.19% 9.13% 3.03%
U trapower LTD 35. 50% 7.96% 2.83%
Total LTD 68. 69% - 5. 86%
Short-Term 0. 98% 8.51% 0. 08%
Debt
Preferred 3.61 8.18 0. 30%
Equity
Common Equity 26. 72 12. 75 3.41%
Total Capital 100. 00% - 9. 65%

As shown on Table 4, we find that BHE has an over al
cost of capital, or weighted average cost of capital, of 9.65%
using the average capital structure, the enbedded cost rates
shown on Table 4, and an “all-in” cost of common equity of
12. 75% W adopt this 9.65%overall cost of BHE s capital as the
al l owed overall rate of return on capital, which we wll use in
cal cul ating BHE s revenue requirenent.

V1. SPECIAL ADJUSTMENTS

A. The “Revenue Delta” Adjustnent

Because we did not adopt a formal rate plan in
conjunction with BHE' s pricing flexibility plan, we nust decide
whet her custoners who do not receive discounts should nmake up in
entirety the revenue | ost because BHE has granted rate di scounts
to ot her customers.
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1. Advocacy Staff Position

The Advocacy Staff asserts that core custonmers, or
customers who do not receive discounted rates or contracts,
shoul d not make up for all the “revenue delta.” The “revenue
delta” refers to the difference in revenue actually received
under discount rates conpared to the revenue that woul d have been
received if the electricity had been purchased at the regul ar
retail rate. Because there are sone risks that discounts could
be granted when none were needed and that sone di scounts may have
been greater than necessary, and because prudence reviews of the
di scount decisions are now i npracticable, the Advocacy Staff
argues that principles of equity call for sharing the revenue
| oss between ratepayers and sharehol ders. A 50/50 sharing ratio
was chosen because of the inherent equity of equal sharing and
the lack of a better alternative.

2. Bangor Hydro Position

The Conpany responds that sharing is not proper.
In the Conpany’s view, the Comm ssion should not treat discounted
contracts differently from other expenses incurred by a utility,
that is, action by the utility is presunmed to be prudent until
sonme evidence of inprudence puts on the Conpany the burden of
provi ng the prudence of the expense. As to the discounted rates
and contracts, the Conpany argues that there is no evidence of
any inprudence, and it would be unfair to charge sharehol ders the
| ost revenue between the tariffed rate and the di scounted rate or
contract. Because it would be inprudent to not selectively
di scount rates, BHE views the Staff's sharing proposal as a poor
substitute for prudence reviews of the discount deci sions.

In addition to constituting poor regul atory
policy, sharing is unfair in BHE's view. In testinony, Carrol
Lee of BHE stated that the risk that a di scount was given
unnecessarily is minimal. The only significant risk was that a
di scount mght be slightly |arger than necessary. In M. Lee's
view then, a 50/50 sharing of the revenue delta was out of |ine
with the risks actually facing ratepayers by BHE s acti on.

3. Deci si on

The regul atory flexibility granted BHE by adoption
of the AMP was not “traditional.” Prior to the AWMP, speci al
contracts required specific Comm ssion approval pursuant to
section 703. A discounted tariff or rate schedule likely would
have been suspended and investigated for 8 nonths beyond its
30-day effective date. A special contract for a discounted rate
woul d have been approved only upon a Conm ssion determ nation
that the custonmer would not have remai ned a custonmer at the
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custoner’s tariffed rate and the discount agreed to with the
utility was not |arger than necessary to keep the custoner. Such
proceedi ngs nmust essentially subject the customer to a | evel of
investigation simlar to that of a regulated utility. See Bangor
Hydro-Elecric (Proposed Contract with Lincoln Pulp and Paper)
Docket No. 89-411 (Cctober 16, 1990); Central Mai ne Power

( Investigation of Special Rate between CMP and AIRCO Industrial
Gases), Docket No. 92-331 (Septenber 22, 1993).

As conpetitive alternatives to electricity becane
vi abl e for many customers, the Legislature passed section
3195(6), which allows the Comm ssion to authorize pricing
flexibility prograns whereby the utility can discount rates with
[imted or no Conm ssion approval. In the AMP Il Order, we
recogni zed that an incentive nechani smwould insul ate ratepayers
fromthe risks associated with rate di scounts and woul d pass the
risk to the utility. Future rate increases are tied to the
i nfl ati on-based formnmula, regardl ess of whether discounts are
granted, and if granted, whether they are proper. W accepted
the “informal” stay out proposal as an alternative incentive
mechani sm

The failure of the stayout proposal to avoid a
traditional rate case neans that the informal stayout did not
work to avoid the risks associated with flexible pricing. In the
absence of an after-the-fact substitution of a “formal” rate
mechani sm di scussed in the next sub-section, two options renain:
a ratemaki ng adjustnment can be nmade to share the risk associ ated
with such pricing flexibility; or a prudence investigation can be
conducted to determ ne whether any harmresulted from i nproper
flexible pricing.

BHE argues that core custoners nust pay for the
“revenue delta” absent a finding of inprudence on BHE's part in
engaging in flexible pricing. W agree with BHE that there is no
evi dence of inprudence by BHE in granting any rate discounts. No
party conducted a prudence investigation. Neither did the
Conmi ssion direct or ask that one be conducted. 1In fact, we
stated a reluctance to rely on after-the-fact prudence
i nvestigations in assessing the reasonabl eness of pricing
flexibility actions in the AMP I Order. Any prudence revi ew of
utility action is expensive and contentious. 1In a pricing
flexibility prudence investigation, we also have to assess the
actions of and alternatives available to the custoner receiving
the discount. W remain convinced that pricing flexibility
deci sions should not be treated like ordinary utility
expenditures in which prudence investigations provide the
assurance that utility actions have been reasonable. The best
means to protect ratemakers from unreasonabl e price discounts is
to adopt an incentive nmechanismlike a price cap in which future
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rate increases are unrelated to the amobunt of discounts granted.
It is sinply too difficult and expensive to realistically review
the utility's actions and custoner’s alternatives that resulted

inthe utility granting a price discount.

Because we will not rely on prudence revi ews of
BHE s pricing flexibility decisions, we hold that the Conpany
shoul d bear sone of the costs associated with the pricing
flexibility discounts. Regul at ory precedent supports ratemnmaking
adj ust mrent s whereby costs of the “not-reasonably-revi ewabl e”
utility action are shared between ratepayers and sharehol ders.
I n Maine Public Service Company, 67 PUR 4th 101, 115 (Me PUC
1985), the Conmi ssion rejected the 50/50 sharing of cancel ed
pl ant expenses for Seabrook 2 because a detail ed prudence
i nvestigation had been conducted by the Conm ssion. The
Comm ssi on di stinguished earlier cases involving investnent in
the cancell ed Sears |sland, Mntague and NEPCO nucl ear plants
because the investnent in those plants was not significant enough
to warrant the detailed planning and nucl ear engi neering review
t hat the Comm ssion conducted for Seabrook. In the absence of a
conpr ehensi ve prudence review, the Comm ssion found an
approxi mat e 50/ 50 shari ng between ratepayers and sharehol ders to
be reasonabl e, even though there was no evidence of inprudence of
any of the investnment. Central Maine Power Company, Docket No.
80-25 (1980) (Sears Island); Central Maine Power Company, Docket
No. 81-127 (1982) (Montague); Bangor Hydro Electric Company,
Docket No. 81-136 (1982) (NEPCO ; Maine Public Service Company,
Docket No. 80-180 (1981) (NEPCO .

In the context of pricing flexibility and BHE s
financial condition, however, we reject a 50/50 sharing of costs
bet ween ratepayers and sharehol ders. W find credible M. Lee's
argunent that the risks associated with BHE s decisions to enter
into rate discounts were significantly less than the risks that
BHE negoti ated a di scount |arger than necessary to retain a
custoner. As such, a 50/50 sharing would assign a
di sproportionate anmobunt of the costs to sharehol ders.

I n addition, our cancel ed plant decisions require
us to assess the financial integrity of the utility before
deciding to share costs between ratepayers and sharehol ders. The
financial condition of BHE is of sufficient concern that we wll
choose a sharing ratio that allocates | ess to sharehol ders than
we would if BHE s financial condition were nore robust. However,
financial forecasts denonstrate that BHE is sufficiently healthy
to absorb sone sharing of pricing flexibility costs.

Upon assessing the riskiness of unnecessary price
di scounts and the financial condition of BHE, we find a 85/15
r at epayer/ sharehol der ratio would fairly share the costs of the
pricing discounts.
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W will apply the 85/15 ratio to the "revenue
delta" cost as calculated by Staff with one adjustnment. Staff
included in its calculation the revenue delta associated with the
James River special contract. W believe that the revenue delta
shoul d not include the Janes River contract. The Janes River
contract actually predates the AMP. The Conmi ssion approved the
Janmes River contract, |eaving open the docket so that BHE could
denonstrate the prudence of the contract (Docket No. 93-355).

Al t hough the investigation was never concluded, a Conm ssion
consul tant did conduct a significant anount of analysis and his
report did not identify any prudence issues. Staff w tness
Monroe testified that, given the review that took place, it would
be reasonable to renove the contract fromthe revenue delta. W
agree, and renove the Janmes River contract fromthe revenue delta
calculation. This apportionment results in $368,399 of the
revenue delta being applied to the Conpany as a reduction to its
al | oned revenue increase.

B. Rat e Design of the Revenue Delta

In addition to the 50/50 sharing of the revenue delta
proposed by the Advocacy Staff, it al so recommended that the
anount of revenues over which the revenue requirenent is spread
be adjusted to theoretically split the difference between
shar ehol ders and ratepayers. Staff explains that the nethodol ogy
propounded in its testinmony does not acconplish an exact 50/50
split, but rather results in a slightly higher assignnment of
revenue responsibility to the Conpany. Nevertheless, Staff
believes that its recommended nethod is a reasonable way to
apportion the risk related to discount rates from core custoners
to the Conpany.

Staff excluded the revenues from speci al space heating
rates, HoltraChem G eat Northern Paper and other utilities from
t he non-core revenue anount and revenue delta cal cul ati on.
Exhibit AMS2 of Staff wi tness Monroe indicates that Staff adds
hal f of the remaining non-core revenues and half of the test year
revenue delta to the test year core revenues to determ ne the
denom nator for calculating the percentage increase that is
applied to core custoner rates. Staff's recomended net hodol ogy
results in a 6.22% i ncrease for core custoners.

Staff asserts that its nethodology attenpts to place
the revenue responsibility of core ratepayers hal fway between
what their responsibility would be if the Conpany were to bear
full responsibility for the discounts and what the responsibility
woul d be if the Conpany bore no responsibility for the discounts.
Staff admts, however, that its mathematical nethodol ogy does not
exactly split the difference, and that a slightly revised formula
m ght better capture what it is trying to acconplish. Staff
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argues that whatever formula is used, the revenue delta nust be
used both in calculating the revenue deficiency and in allocating
t he revenue deficiency, because to do otherw se would shift nore
than 50% of the risk to core ratepayers. Staff clains that its
nmet hodol ogy does not result in a double counting of adjustnents.

The Conpany counters that using the Staff's rate design
recommendati on woul d require that 50% of any rate increase that
cannot be passed on to special rate custonmer is absorbed by the
Conmpany' s sharehol ders, and that referring to such an adj ust nent
as "rate design" is disingenuous. Rather, BHE clains that it is
nmerely an attenpt to pass sone of the revenue deficiency on to
t he Conpany's sharehol ders, and it represents a type of double
j eopardy, because it punishes sharehol ders for exactly the type
of activity as does the revenue delta adjustnment proposed by the
Staff. The Conpany clains that Staff's proposal would result in
BHE' s absor bi ng about 30% of the revenue increase to which it
ot herwise would be entitled under the Staff's analysis. The
Conmpany asserts that the Staff proposal is arbitrary,
unr easonabl e and unconstitutional .

The OPA does not support the Staff rate design
recommendat i on, because he asserts that adoption of the Staff's
rate design proposal could have a chilling effect on the future
wi | lingness of potential bypassers to enter into special rate
contracts, because it could signal that custoners with special
rate contracts mght be required to absorb a portion of any rate
i ncrease granted the Conpany. Also, the Commi ssion gave
prelimnary consideration to this proposal in the BHE energency
rate case and rejected it. Finally, OPA states that record is
not clear on the effect that the proposal would have on the
Conmpany and its custoners.

We decline to adopt Staff's proposal in this
proceeding. G ven the Conpany's relatively precarious financia
situation, we find that adoption of the Staff's rate design
recommendati on woul d require the Conpany and its sharehol ders to
absorb a | arger portion of the revenue deficiency than is
justified under the circunmstances. Mreover, we have al ready
i ncluded a portion of the revenue delta in our revenue
requi renent calculation, and we find that is a sufficient sharing
of the risk of special rate contracts between core custoners and
t he Conpany.

C. The OPA's After-The-Fact Rate Cap

The OPA supports the primary recomendation by its
wi tness Lee Smith that the Conmi ssion “reconsider” its AMP Phase
Il decision by granting an increase as if a CMP-type ARP was in
place for BHE. In this way, the risks associated with AWVP



Corrected Order - 60 - Docket No. 97-116

di scounts woul d be shifted away from ratepayers. The ARP would
permt an increase that is equal to one-half of the additional
revenue needed to bring the Conpany up to the | ower band of a
return on equity that is 350 basis points below the ROE al |l owed
inthe last rate case, for BHE 10.56% Ms. Smith cal cul ates
BHE' s increase to be approximately $2.8 mllion.

BHE responds that the Conm ssion does not have the
authority to retroactively inpose a rate cap plan. In addition
to the statutory violation, BHE contends that its due process
rights would be violated if the Comm ssion were to adopt Ms.
Smith's primary recommendation. In AMP Phase 11, the Comm ssion
explicitly rejected adopting a formal incentive plan. BHE points
out that no party even proposed a CMP-type rate cap in the AW
proceedi ng, and BHE asserts that it would be fundanmentally unfair
to inpose a rate cap without noti ce.

I n our Order Approving 8 312 Rates, we found that there
was no reasonable possibility that Lee Smith s primary

recommendati on would ultimately prevail in this case. For
pur poses of that finding, we did not even address BHE s statutory
authority and Due Process argunents. Instead, we found that

equity required that we exanmi ne the Conpany’s financial results
fromthe time when the rate cap would have been inpl enented, and
provi de for any internediate adjustnments to rates that m ght have
occurred along the way. The AMP proceedi ng began about the tine
CVMP' s ARP investigation began, and CVMP has had rate cap increases
in 1995, 1996 and 1997. M. Smith assunes that the rate cap
began with the test year used in the rate case (1996), but a rate
cap plan woul d have been i npl enented sooner than that, and BHE
may have been able to receive increases during the operation of

t he pl an.

The OPA did not address our concern in its brief. W
remai n convinced that the correct calculation of a “renmedy” to
set rates now as if a rate cap had been adopted for BHE woul d
require a rate increase significantly greater than $2.8 nillion
Accordingly, we reject Ms. Smith’s primary recomendati on.

VI1. RATE PLAN AND RECONCILIATION MECHANISMS

A Summary of the Positions of the Parties

The Staff supports an alternative rate plan for BHE as
wel |l as reconciliation of certain of its costs. The Conpany
opposes a rate plan but supports reconciliation of a |arger set
of its costs than does Staff. The Public Advocate urges the
Comm ssion to adopt a price-cap plan for BHE, consistent with the
testinmony of Staff w tness Reishus, and urges the Conm ssion to
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all ow BHE to recover Mine Yankee expenses through a
reconciliation process.

B. Backgr ound on Rate Cap and Reconciliation |Issues

We have considered alternative rate plans for BHE, as
wel | as Central Maine Power Conpany and Maine Public Service
Conmpany, on several occasions in the past several years. In
Docket No. 92-345(11), the Comm ssion stated in its Order that
utility price cap plans are likely to provide a nunber of
potential benefits:

(1) electricity prices continue to be regul ated
in a conprehensi bl e and predictable way; (2)
rate predictability and stability are nore
likely; (3) regulatory “adm nistration” costs
can be reduced, thereby allowi ng for the
conduct of other inportant regulatory
activities and for CMP to expend nore tine
and resources in managing its operations; (4)
ri sks can be shifted to sharehol ders and away
fromratepayers (in a way that is nmanageabl e
fromthe utility’ s financial perspective);
and (5) because exceptional cost managenent
can lead to enhanced profitability for
shar ehol ders, stronger incentives for cost
m nimzation are created.

92-345(11) Order at 126.
For BHE, the Conmm ssion stated in 1994 that:

[i]n our view, BHE s “good faith” offer
to “freeze” rates for 5 years can provide
for the eventual devel opnent of an
accept abl e broad- based i ncentive nechani sm

A stay-out plan coul d:

Strengthen BHE s incentive to control
costs and avoid | osing revenues due to
unnecessary rate discounts. Wile pricing
flexibility is not singled out for special
attention under this price cap proposal, BHE
shoul d clearly understand that | ost revenues
can have as nuch of an inpact on its “bottom
line” profitability as excessive costs.

Shift the risk of poor financial
performance away fromratepayers while
al l owi ng BHE a reasonabl e opportunity to
inprove its financial integrity.
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Provide BHE with a conprehensive
incentive to bolster its revenues and
profitability in a way that is
conprehensible to the public.

Provide an integrated solution to BHE s
request for pricing flexibility in order to
prevent or at |east mnimze unforeseen
consequences resulting fromthe conbi ned
operation of the AMP. A price cap would
assure that “captive” ratepayers do not
subsi di ze rate reductions to custoners with
options to service from BHE

The Commi ssion went on in its Phase | Order to encourage parties
to develop a price cap plan for BHE that reflected the benefits

of incentive regulation. In AMP (Il1), the Conm ssion rejected
the Staff’s formal plan for the Conpany, noting that the benefits
it cited in Phase I, |isted above, could be achieved w thout a

plan as “long as BHE keeps its prom se to custoners.”

C. Rate Pl an | ssues

Based on the evidence that is before us, we believe
that a price cap plan is needed to strengthen BHE s incentives to
be efficient, to provide rate predictability and stability, and
to reduce the admnistrative costs of regulating BHE. W find
that the adoption of a price cap plan is necessary so that the

ri sks associated with future rate discounts will not be borne by
core custoners to the sanme extent as they have with the infornmal
“stayout rate plan.” W desire to avoid facing a revenue delta

adj ust ment issue again for BHE. Additionally, our incentive

rat emaki ng statutory authority permts us to reconcile M ne
Yankee-rel ated costs. This authority is inmportant to BHE because
of the uncertainty and nagnitude of these costs, and to

rat epayers because any costs recovered now but |ater found

i nprudent may be returned to ratepayers. See 35-A MR S. A 8§
3195.

The price-cap plan we adopt is flexible enough to be
manageabl e for the Conpany froma financial perspective while
al so shifting sone risks away fromratepayers. The price-cap
pl an that we adopt will extend through February 29, 2000, and
will include: (1) a price index (chain-type GDP-Pl); (2) a 1.2%
productivity offset; (3) 50/50 profit sharing with a 350 basis
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poi nt bandwi dth on either side of the allowed ROE, based on its
1998 earned ROE for regul atory accounting purposes, and (4)
provi sions for exogenous costs, which will include certain
“reconciliation costs” and other exogenous costs. There will be
annual review proceedings in 1998 and 1999. The 1998 annual
review proceeding will comrence with a March 15, 1998 fili ng,
which will only address an exogenous factor related to recovery
in rates of the costs associated with ice storm of 1998 service
restoration. The 1999 annual review proceeding will conmence
with a February 15, 1999 filing and will be conpleted by My 1,
1999, as described in nore detail bel ow.

1. Price | ndex

Staff supported the use of the chain-weighted GDP-
Pl. Staff witness Reishus noted that the chai n-wei ghted GDP-PI
eradi cates the substitution bias that was present in the fixed-
wei ght nmet hod previously reported by the federal governnent.
Rei shus Dir. Test. at 6. W wll use the chain-weighted GDP-P
in BHE' s ARP.

2. Productivity Ofset

Staff supports the use of a 1.5% productivity
of fset, which conprises a 1.2%productivity estimte plus a
0.3% “stretch factor. The Conpany di sputes the size of Staff’s
proposed productivity offset, believing that it is set too high
and is arbitrary. Staff notes that the Conpany’s total
expenses/ kWh stayed flat during 1992-1996 while inflation
aver aged about 3% per year during that tine period. Thus, the
Conmpany’s overall productivity during this period has been about
3% per year. During that same tinme period, the Conpany’ s average
| abor productivity has been about 7.3%and its expenditures per
kWh has dropped by about 4.0% annually in actual dollars (not
adjusted for inflation). Therefore, Staff argues that a 1.2%
productivity offset is clearly achievabl e.

W will adopt a 1.2%productivity offset. W find
that Staff’s anal ysis woul d support the use of a considerably
hi gher (2.5%to 3.7% productivity offset but we find that the
use of a 1.2% productivity offset will provide an adequate
measure of productivity for BHEE. W will not adopt Staff’s
proposed 0.3% “stretch factor” for BHE because the 1.2%
productivity offset, in conmbination with BHE's currently
constrai ned financial circunstances, should provide sufficient
efficiency incentives for the Conpany.
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3. Exogenous Costs

Staff supports allow ng the Conpany to pass
t hrough certain exogenous costs. Staff w tness Rei shus
recommends that “mandated costs” that are beyond the control of
t he Conpany’ s managenent, that are mandated by actions of the
government or regul atory bodies, and that individually exceed
$500, 000 i n annual revenue requirenment, be included in the rate
change as an adjustnment to the index. |In addition, as discussed
bel ow, Staff recommends that a Mai ne Yankee reconciliation
mechani sm be adopt ed.

BHE argues that Staff’s requirenent that any
exogenous cost nust individually exceed $500,000 is arbitrary and
creates a downside risk for the Conpany. BHE al so argues that
the price cap plan and the reconciliation nmechani smfor M ne
Yankee costs are not interconnected and recommends that the

Comm ssi on anal yzes the two i ssues separately. In
t he BHE ARP, exogenous costs (or Z factors) shall include True-Up
Factors (or T factors) and O her Exogenous Changes (CEC)
True-up factors will include certain costs associated with Mi ne
Yankee. These true-up factors will be discussed further bel ow

O her exogenous factors shall include those

extraordinary costs that: (1) exceed $300,000 in annual revenue
requirenents at the tinme of inclusion in rates for each item (2)
have a di sproportionate effect on BHE or the electric power

i ndustry; and (3) would not be accounted for adequately through
the index. Increases or decreases in these costs, when
applicable, will be treated as part of the 1998 and 1999 annual
reviews and price changes.

W will adopt a $300, 000 mi ni mum on recovery of
i ndi vi dual exogenous costs rather than the $500, 000 supported by
Staff. |f the individual exogenous cost exceeds $300, 000, the
full anmpbunt of the individual exogenous cost will be flexible for
recovery at the tine of the annual review. W believe that BHE s
limted financial integrity does not allow BHE to accommobdat e
greater increases in its exogenous costs.

The exogenous cost treatnent that we have
devel oped, including the reconciliation of Miine Yankee costs, is
reasonabl e, allows BHE sufficient revenues to allow it the
opportunity to earn its costs of capital and naintain and inprove
its financial integrity, and is likely to reduce the
adm ni strative cost of regulation. Wile it would be possible to
reconci |l e Mai ne Yankee costs w thout devel oping an ARP for the
Conmpany, we believe that a holistic approach, which includes a
price cap and reconciliation of certain Miine Yankee costs, w |l
provi de better incentives to the Conpany, reduce the
adm ni strative costs of regulation, and better provide rate
predictability and stability.
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4. Profit Sharing |ssues

Staff supported the use 50/50 sharing and a
bandw dt h of 350 basis points on either side of the allowed RCE
Staff also stated that given BHE s recent financial difficulties,
a small er bandwi dth, on the order of 225 basis points, would
provi de sonme additional sharehol der protection while still
fulfilling the incentive function offered by a bandw dth. The
Conpany believes that 50/50 sharing may be unfair in certain
ci rcunstances and that the size of the bandwidth is arbitrary.

W will adopt a 350 basis point bandwi dth for the
Conmpany. The Conpany will be eligible for risk sharing if the
Conmpany’ s annual i zed earnings for regulatory accounting purposes
fall 350 basis points or nore bel ow the Conpany’s allowed return
on equity. Simlarly, if BHE s earnings increase to 350 or nore
basi s points above the target return on conmon equity, profit
sharing coul d occur.

We adopt this approach because we believe that
profit sharing, even if it occurs, is preferable to another
conprehensive rate case. W are concerned that, given BHE s
tenuous financial circunstances, there is a high degree of
i kelihood that the Conpany’s earnings could be outside the “dead
zone” and therefore “earnings sharing” could be triggered. |If
that were to occur, the adm nistrative costs of regulation would
not be | owered by the ARP and the Conpany’s efficiency incentives
could be distorted. However, on bal ance we believe that a
“profit sharing” case with the issues |[imted based on our ARP
for BHE is preferable to another conprehensive rate case for the
Conmpany. Thus, we will order 50/50 earnings sharing plan, with a
350 basis point bandwi dth on either side of the all owed RCE of
12. 75% for the Conpany.

5. Annual Revi ew Proceedi ng

BHE shall file information, as specified bel ow, on
March 15, 1998 and on February 15, 1999. The information wll be

used to conmpute the annual prices changes, which will go into
effect on May 1, 1998 and 1999, which is the date that “sunmer”
rates go into effect for those BHE custoners that still have

“seasonal ” rates.

On March 15, 1998, BHE shall file information
regardi ng the amounts that have been deferred pursuant to the
Order in Docket No. 98-019 as well as a proposal regardi ng how
t hese costs should be recovered. The Conpany should state
whether it is reasonable to allow recovery of these costs over a
1-year period (May 1, 1998 to April 30, 1999) or, alternatively,
whet her a | onger or shorter recovery period would be appropriate.
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On March 15, 1999, the Conpany will file
i nformation, which will be used to conmpute the annual price
changes and to ensure conpliance with all aspects of the ARP.
I nformation will include:

(1) Price index. The Conpany will provide the
chai n-wei ghted GDP-PI, as reported by the U S. Departnent of
Commerce, Bureau of Econom c Analysis. The inflation rate wll
be cal cul ated as the percentage change in the nost recently
avai l abl e quarter of the prior year fromthe sane quarter for the
precedi ng year.

(2) Exogenous Costs. In the event that the
Conmpany i s requesting exogenous cost recovery for any itens, it
will provide a cal culation and supporting schedul es show ng that

the inmpact of the specific itemfor which recovery is sought is
greater than $300,000, and that the itemcould not be expected to
be reasonably covered in the inflation index.

(3) Pricing flexibility. The Conpany wil |
provi de a schedul e showi ng the various rates or special contracts
t hat have been offered under the pricing flexibility provisions
of the AMP, subject to applicable confidentiality provisions.

BHE wi Il al so provide a cal cul ati on of the anobunt of sales and
revenues under these special rates or contracts and an estimate
of the total revenue that may have been achi eved had no di scount
or special rates been provided.

(4) Profit Sharing. The Conpany will provide
information on its earned ROE for regulatory accounting purposes
for cal endar-year 1998.

(5) Overall conpliance. The Conpany w |l provide
such additional information it believes necessary regarding its
overall conpliance with the ARP.

The Commi ssion may nodify the reporting
requirenents fromtine to tine

D. Reconciliati on | ssues

The Conpany has proposed that a reconciliation
nmet hodol ogy be used for a list of nine itens. These itens
i nclude: (1) Mai ne Yankee FERC decomm ssioning case; (2) The
di sput e bet ween Mai ne Yankee and the manufacturer of the
defective fuel assenblies; (3) Litigation between the nuclear
power industry and DOE over spent nuclear fuel; (4) NEPOOL' s
proposed Regi onal Network Services (RNS) charge, which is pending
at FERC, (5) NEPOOL' s proposed Qutside Transaction Adjustnent
(OTA) charge; (6) Changes to NEPOOL's capability responsibility
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rules; (7) NEPOOL's proposed “anti-hoardi ng” rul es pending before
FERC, (8) New Engl and | SO charges; (9) The outconme of the PERC
restructuring transaction. BHE argues that the Conpany has
little, if any, ability to control the outcone of these itens and
that the Comm ssion ought not to “ganble” that it can predict the
out cone of each case accurately and set permanent rates
accordingly. |Instead, the Comm ssion should provide for a
“true-up” adjustnent to nore accurately reflect the cost of these
itens.

As part of its incentive plan, Staff supports
reconciling certain Miine Yankee costs, including M ne Yankee
&M property tax, and fuel costs based on actual expenses
incurred during the test year. Staff notes that the Conm ssion
could also reconcile these and all other M ne Yankee costs,

i ncl udi ng repl acenent power costs, for inprudence should the FERC
find that costs that have been allowed into rates as part of this
case were in fact the result of inprudence. Staff also notes

t hat mandat ed-type costs, such as NEPOOL tariff changes, that the
Conmpany m ght incur during the rate plan could be accommvbdat ed
under the mandated cost provisions of the Staff’s plan.

The Public Advocate supports Staff’s rate plan,
including Staff’s recommendation to reconcil e Mai ne Yankee
expenses.

W will institute a reconciliation mechanismfor the
costs associated with BHE s share of Maine Yankee. Many of the
future costs associated with Maine Yankee, including replacenent
power and deconmm ssioning, are not sufficiently "known and
nmeasurable.”™ Many costs may be substantial, so that
m sestimation may produce unacceptabl e earnings volatility for
BHE, and perhaps, unreasonable rates for consuners. The deferral
and reconciliation of Maine Yankee-related costs permts
rat epayers to recover for any Maine Yankee costs now reflected in
rates, but that are later found to be inprudent.

BHE is authorized to defer its incremental Maine Yankee
costs in the appropriate deferred debit account. Increnental
costs are those that exceed the anmounts found reasonable for
inclusion in the Conpany's revenue requirenent in this Oder, as
neasur ed begi nni ng on Decenber 12, 1997, the date that 8312 rates
becane effective. Al so as of Decenber 12, 1997, all costs
related to the Conpany's ownership of M ne Yankee, including
repl acenent power, shall be subject to reconciliation and
adj ust rent pending further regulatory findings at either the
federal or state jurisdictional |evels. The Conpany shall record
carrying costs on the net deferred bal ance at the 9.65% cost of
capital approved in this Order. Any accrued carrying costs nust
be separately identified until their ratemaking treatnent is
determ ned. The Conpany shall defer any tax effects associated
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with the deferral of Mine Yankee costs; these amounts shoul d be
separately identified in BHE s deferred tax accounts. Amounts
deferred pursuant to this section shall be recoverable in rates
as long as the anpbunts deferred were prudently incurred, were
reasonably mtigated to reduce stranded costs, were found
recoverabl e for whol esal e ratepayers by FERC, and are cal cul ated
accurately in accordance with the provisions of this Oder.

W will allow BHE to seek to recover as an O her
Exogenous Cost (except for its congestion-rel ated expenses, as
di scussed in Section IV F) its NEPOCOL-related itens to the extent
t hat they exceed the $300, 000 on an annual basis that we allow
into BHE' s test year revenue requirenent. W wll not allow BHE
to reconcile or defer the costs associated with the PERC
restructuring transaction, but given the size of the PERC
restructuring costs, we confirmthat the Conpany may file for
exogenous cost treatment on February 15, 1999 if it is
unsuccessful in conpleting the PERC restructuring transaction.
We allow the possibility of adjustnment at the Conpany's annual
review if PERC-related costs will be significantly different in
subsequent rate effective years. This itemw || be treated as a
True-Up Factor and therefore the $300,000 mninum for an O her
Exogenous Cost does not apply.

V111 _.0ORDERING PARAGRAPHS
Accordingly we
ORDER

1. That the rate schedules filed by Bangor Hydro-El ectric
for effect on June 9, 1997 are unjust and unreasonabl e and are
not allowed to take effect;

2. That Bangor Hydro Electric shall file substitute rate
schedul es that are designed to increase revenue by $13, 222, 365
over test year revenue, and by $8, 123,804 over rates currently in
pl ace pursuant to 35-A MR S. A 8312, for effect no later than
February 13, 1998;

3. That the rate design for the increased revenue be
acconplished in the manner described in this order; and
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4. That a price cap plan as described in the body of this
Order is inplenented for Bangor Hydro Electric.

Dat ed at Augusta, Maine this __ th day of March, 1998.

BY ORDER OF THE COW SSI ON

Dennis L. Keschl
Adm ni strative Director

COWMM SSI ONERS VOTI NG FOR: Wl ch
Nugent
Hunt

Thi s Docunent has been designated for publication.
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NOTI CE OF RI GHTS TO REVI EW OR APPEAL

5 MR S. A 8 9061 requires the Public Utilities Comm ssion
to give each party to an adjudi catory proceeding witten notice
of the party's rights to review or appeal of its decision nade at
t he concl usion of the adjudicatory proceeding. The nethods of
revi ew or appeal of PUC decisions at the conclusion of an
adj udi catory proceeding are as foll ows:

1. Reconsi deration of the Comm ssion's Order nay be
request ed under Section 1004 of the Conm ssion's Rul es of
Practice and Procedure (65-407 C MR 110) within 20 days of
the date of the Order by filing a petition with the

Comm ssion stating the grounds upon which reconsideration is
sought..

2. Appeal of a final decision of the Conm ssion may be
taken to the Law Court by filing, within 30 days of the date
of the Order, a Notice of Appeal with the Adm nistrative
Director of the Comm ssion, pursuant to 35-A MR S. A § 1320
(1)-(4) and the Maine Rules of Cvil Procedure, Rule 73 et
seq.

3. Addi tional court review of constitutional issues or

i ssues involving the justness or reasonabl eness of rates may
be had by the filing of an appeal with the Law Court,
pursuant to 35-A MR S. A § 1320 (5).

Not e: The attachment of this Notice to a docunent does not
i ndicate the Comm ssion's view that the particul ar docunent
may be subject to review or appeal. Simlarly, the failure
of the Commi ssion to attach a copy of this Notice to a
docunent does not indicate the Conm ssion's view that the
docunent is not subject to review or appeal.
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FRAMEWORK OF ALTERNATIVE RATE PLAN FOR BHE

Issue

Discussion

Alternati ve Rate
Pl an (ARP) Required
Thr ough February 29,

2000

The ARP shal
of the form

be a price-cap plan

Price Cap = (GDP-PI - Prod.
Ofset) +/- Z

as described further below. The
ARP shal |l take effect upon

i ssuance of the Oder in this

pr oceedi ng.

GDP- PI

The index used for neasuring
inflation will be the chain-type
Gross Donestic Product - Price

| ndex (CGDP-PI).

Productivity O fset

The productivity offset shall be
1.20%

Exogenous Factors

(2).

Exogenous (or Z factors) shal
i nclude True-Up Factors (or T

factors) and O her Exogenous
Changes (OEQ)
True-Up Factors (T) True-up factors wll include

costs associated with M ne
Yankee, including replacenent
power. The Conpany can al so
request to "true-up" costs
associated wth of f-system
capacity purchases,
NEPOOL-rel ated rates,
PERC restructuring.

and t he

O her Exogenous
Factors ( CEF)

O her exogenous factors shal

i ncl ude those extraordi nary costs
that: (1) exceed $300,000 in
annual revenue requirenents at
the time of inclusion in rates
for each item (2) have a

di sproportionate effect on BHE or
the electric power industry; and
(3) would not be accounted for
adequately through the index.

| ncreases or decreases in these
costs, when applicable, wll be
treated as part of the 1999
annual review and price change.
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7 Profit Sharing There will be 50/50 sharing if
t he Conpany’ s earni ngs
fall/increase 350 or nore basis
poi nts bel ow above the target
return on common equity, as
measured by its RCE for
regul at ory accounting purposes.

8 Annual Revi ew BHE shall file specified

Pr oceedi ng informati on on March 15, 1998 and
February 15, 1999. The
information will be used to
conput e the annual prices
changes, which will go into
effect on May 1, 1998 and May 1,
1999.

9 Cust oner Servi ce The Comm ssion will continue to
St andar ds nmoni tor the Conpany’s custoner
service and reliability but wll
not inplenment a formal custoner
service standard at this tine.




